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Salvage: the first decisions as the new 


IRS positions come before the courts 


by WILLIAM MORRIS 


When in its Regulations on the 1954 Code the IRS made drastic changes in long- 


standing rules about depreciation it was obvious that taxpayers would contest them. 


Now the first cases on those controversial changes are reaching decision in the lower 


court and some have already been reviewed in appeals courts. While a good many 


of the cases consider the Commissioner’s fundamental change in the concept of a 


useful life, other depreciation matters are also being litigated and one of them, 


salvage, may well affect more taxpayers than the much discussed “life to whom” 


argument. Mr. 


Morris warns that in the present state of uncertainty, taxpayers 


should be very slow in accepting salvage adjustments. He points out how legislative 


history, business experience and, now, the first cases indicate that the IRS position 


is in many areas quite weak. 


Exes THE 1939 copE, little attention 
was paid to salvage value. The 
Regulations (Section 39.23(e)-(1), Reg. 
118) indicated that it must be subtracted 
from the tax basis in determining the 
amount allowable as depreciation, but 
Most 
ignored salvage and conservatively took 


did not elaborate. taxpayers 
depreciation at rates that in many cases 
were higher than subsequent experience 
proved necessary. If, on Treasury exam- 
ination, salvage was taken into account 
in determining the depreciation allowed, 
taxpayers were frequently unaware of 
the fact. The courts, however, considered 
salvage in some instances in determining 
depreciation allowances for 1939 Code 
years.1 

Under the 1954 Code, the Treasury 
approach in the Regulations is entirely 
different. An extended discussion of sal- 
vage value is included in Section 1.167 
(a)-1(c) and the Regulations reiterate in 
several places that an asset may not be 
depreciated salvage 
though salvage is not taken into account 
in determining the annual deductions 
if the declining balance method is used. 

The current Regulations make it clear 


below value, al- 


that salvage value is to be estimated at 
the time of acquisition of the asset and 
is not to be changed thereafter merely 
because of a change in price levels. How- 
ever, if the estimated useful life is re- 
determined, salvage value may also be 
redetermined at that time. Under Sec- 
tion 1.167(a)-1(b), useful life is redeter- 
mined only when the change in such 
life is significant and there is a clear and 
convincing basis for redetermination. 
The Regulations also make it clear 
that the taxpayer’s policy in disposing of 
assets may affect the determination of 
salvage value. For example, if the tax- 
payer customarily uses an asset until its 
inherent useful life is exhausted, salvage 
would be equivalent to junk value. Sal- 
vage value is always difficult to estimate 
because it is subject to so many unknown 
factors in the dim future, e.g., economic 
conditions in general, competition, re- 
sale demand for the specific assets, ob- 
solescence and continued the 
business. The longer the period of ex- 


need in 


pected useful life, the more uncertain 
is the salvage estimate. Usually, the sal- 
vage declines with age. 

In many cases the only practical guide 


to determination of salvage value yill 
be found in past experience in disposi 
tion of similar assets. 


Experience data 

Even where experience data are ayail- 
able, the ratio of sales prices to original 
cost may be misleading because of un. 
usual circumstances such as war short. 
ages, changes in price levels, boom 
times, sale of entire plant, etc. Further. 
more, when a business is expanding 
rapidly, there is a disproportionate re. 
tirement of short-lived equipment, be. 
cause the additions causing the growth 
are too new to reflect any retirements 
other than short-lived. As the expansion 
levels off, the proportion of short-lived 
retirement declines and salvage ratios 
may change significantly. Furthermore 
estimating salvage ratios is generally 
more difficult for group or composite ac 
counts. Changes in the “mix” of a group 
can affect the salvage ratio drastically, 

Experience shows that salvage is not 
usually significant where assets are in- 
volved which require large removal costs 
or cannot be reused except as a unit, 
e.g., buildings, building equipment, 
process-type machinery and equipment 
imbedded or underground installations, 
and leasehold improvements. 

Apparently there is no uniform na. 
tional policy as to changes on account of 
salvage by the Treasury. The poliq 
seems to vary in strictness in the various 
districts. Also, a greater emphasis has 
been placed on salvage in respect ol 
short-lived equipment such as salesmen’s 
automobiles than other assets. One thing 
is certain—taxpayers cannot rely on a 
past precedent of no salvage adjustment. 
However, 
payers resist arbitrary 
“across-the-board” unless justified. 


it is recommended that tax- 
adjustments 


Salvage and depreciation methods 
The existence of a material factor ol 
salvage influences the method selected 
for depreciation. Where salvage exceeds 
10%, for single item accounts or ap 
proximately 7% for group accounts, the 
use of the declining balance method is 
usually more favorable than the sum 
of-the-years-digit method. Although the 
years-digit method accumulates deprecia 
tion approximately 6% to 7% faster, 
this advantage is offset by the salvage it 
the cases indicated. The reason is that 
estimated salvage must be deducted from 
the amount subject to depreciation, 
under the years-digit method. It is nota 
factor in the declining balance method. 
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Taxpayers may change from declining 
balance (using up to twice the straight- 
line rate) to the straight-line method 
without Treasury permission. Code Sec- 
tion 167(e). Many taxpayers are familiar 
with this rule and conclude that a switch 
at the sixth or seventh year will produce 
optimum depreciation allowances auto- 
matically. The Congressional Committee 
Reports and the depreciation Regula- 
tions make it emphatically clear that sal- 
vage must be estimated at the time of 
change. At the same time a new estimate 
of remaining life must be made (which 
may be longer than the remainder of 
the period originally estimated). After 
deducting estimated salvage, application 
of the straight-line rates may be less ad- 
vantageous, and the taxpayer may decide 
not to change his method. 


Salvage under declining balance 


Under the declining balance method 
of depreciation the annual allowances 
are computed on the net unrecovered 
basis of tax property, without any ad- 
justment for salvage value. Nevertheless, 
the general rule that an asset may not 
be depreciated below salvage value is 
made specifically applicable to the de- 
clining balance method in Section 1.167 
(b)-2. 

However, in the first case on salvage 
under the 1954 Code, a district court 
held the latter provision invalid.2 The 
taxpayer contended that, “. . . a sal- 
vage value is inherent or ‘built in’ to the 
declining balance method.” The rea- 
soning was that at the end of its useful 
life property will always have an un- 
depreciated balance under this method. 

The court agreed with the taxpayer 
on the basis of the following excerpt 
from the Report of the Senate Finance 
Committee on the 1954 Revenue Code 
(83rd Congress, 2d Session, Senate Re- 
port No. 1622) “. . . under this method 
at the expiration of useful life there re- 
mains an undepreciated balance which 
represents salvage value.” Page 201. 

Undoubtedly, from the Treasury's 
viewpoint this decision will appear to be 
discriminatory against other deprecia- 
tion methods. They could contend that 
it unduly benefits the declining balance 
method when applied to automobiles 
and other short-lived assets which may 


*K. O. Lee Company, Inc., DC So. Dakota, 
2 21 51; Pilot Freight Carriers, Inc., 15 TCM 
1027; Bolta Co., 4 TCM 1067 (1945); Anne P. 
Humphrey et al, 5 TCM 21 (1946); W. H. Norris 
Lumber Co., Inc., 7 TCM 728 (1948); L. A. 
Davidson, 12 TCM 1080 (1953). 

3 Hertz Corp., DC Del., July 17, 1958. 

* [See discussion at 10 JTAX 162—Ed.] 





have a salvage value higher than 10% 
to 13% at the end of their useful life. 
Nevertheless, the Congressional inten- 
tion cannot be arbitrarily ignored by the 
Commissioner‘s Regulations. 

The discussion at page 26 and 27 of 
the Committee’s Report indicates that 
the major concern of Congress was the 
problem where salvage realization was 
less than 10% to 13% of cost basis at 
the end of useful life. Accordingly, two 
types of relief were provided for those 
cases. However, no different rules were 
suggested where salvage would be higher 
than 10% to 13% even though the Com- 
mittee recognized that such differences 
do exist. 

The Hertz decision has been appealed 
by the Commissioner. In the meantime, 
in filing current returns, taxpayers 
should consider deducting depreciation 
below salvage value under the declining 
balance method. Protective refund claims 
should be filed where necessary. 

The present Regulations permit tax- 
payers to use (1) one continuing group 
account for all years of acquisition, or 
(2) separate accounts by year of acqui- 
sition. One advantage in using method 
(1) is in the application of non-depreci- 
able salvage. If additions by reason of 
replacements of existing facilities or be- 
cause of expansion continue regularly, 
the undepreciated balance of the ac- 
count will generally remain at a level 
higher than the minimum salvage. There- 
by, the problem might become only 
academic unless the salvage ratio is 
rather high. 

The rule that salvage is not deducted 
from the depreciable amount applies 
also where the taxpayer uses the declin- 
ing balance method for property in- 
eligible for rapid methods under the 
1954 Code. In these cases a rate not ex- 
ceeding 114 times the straight-line rate 
is permitted. 


Redetermination of salvage 


Must salvage be redetermined at sale 
when assets are disposed of? If salvage 
value can be redetermined when assets 
are disposed of, an apparent capital gain 
on assets sold will often be substantially 
reduced, because the effect of the re- 
determination will generally be to leave 
no basis for depreciation, and hence no 
depreciation in the year of sale. The 
current Regulations do not specifically 
state whether or not such a determina- 
tion is to be made, although they indi- 
cate that a redetermination of salvage 
can be made when the useful life is re- 
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determined. Under the 1939 Code, the 
Regulations did not cover the question 
of when salvage should be determined. 
The recent Cohn case (CA-6, 9/26/58)8 
decided under the 1939 Code permits a 
redetermination in the year of sale. At 
the first hearing of the case the district 
judge decided that the taxpayers had 
erred in not taking salvage into account 
when they determined that the equip- 
ment for their three wartime flying 
schools should be depreciated over a use- 
ful economic life of four years. A 10% 
salvage estimate was determined by the 
court to be reasonable. 

Before the district court decision be- 
came final, however, the Treasury moved. 
in a rehearing that the judge make addi- 
tional findings of fact and conclusions of 
law relating to the salvage issue. The 
Treasury pointed out that the taxpayers 
knew, prior to the close of the fiscal 
1945, the 
salvage value of the movable 


years ending in 1944 and 
actual 
equipment from their three schools by 
reason of actual sales during 1944 and 
1945. 

The district court thereupon amended 
the prior decision and held that: 

1. The reasonably estimated salvage 
value was equivalent to the actual sales 
price. 

2. Where the 


(sales price) exceeded, during the year of 


actual salvage value 
disposition, the undepreciated basis of 
the asset at the beginning of the year, 
no depreciation would be allowed from 
the beginning of that year. The basic 
reason was that depreciation allowances 
are determined in the light of condi- 
tions known at the end of the year. 
Knowledge of the salvage realization, or 
the prices at which similar equipment 
was being sold, was held to be a factor 
to be considered in deducting any de- 
preciation. 

3. Net gains on sales of equipment 
should be redetermined on the _ basis 
of greatly reduced allowances for de- 
preciation. 

The court of appeals agreed with the 
general principle that salvage should be 
estimated when the asset is first subject 
to a depreciation allowance. Also, if the 
price of the asset at time of disposition 
is greater than the depreciated basis, the 
excess is taxable as a capital gain under 
Section 117(j), 1939 Code. The crucial 


question was whether the district court 
erred in revising its previous determina- 
tion of a 10% estimated salvage in order 
to conform salvage with actual sales 
prices. 
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[Mr. Morris is a CPA associated with the 
national firm of Lybrand, Ross Bros. & 
Montgomery. This paper, originally pre- 
sented at the Annual Tax Conference of 
his firm in October 1958 has been revised 
to include cases decided thereafter.| 





Both the taxpayers and the Treasury 
agreed that annual depreciation allow- 
ances are subject to change by reason of 
redetermination of the remaining useful 
life of the assets. They did not agree that 
the original salvage estimate was sub- 
ject to revision in the year of sale to 
conform with the actual sales price, 
thereby reducing depreciation in the 
year of sale, and any related capital 
gains. 


Taxpayer relied on Regulations 

The taxpayer relied on the principle 
stated in the Regulations under the 
1954 Code, Section 1.167(a)-l(c), “Sal- 
vage value shall not be changed at any 
after the determination made at 
the time of acquisition merely because 
of changes in price levels.”” The Govern- 
ment agreed that salvage need not be 
changed from year to year but main- 


time 


tained that it may be redetermined at 
or near the end of useful life in case 
of substantial difference upon actual 
sale. 

The circuit court held for the Govern- 
ment on the ground that: 

1. Depreciation involves both useful 
life and salvage; if depreciation may be 
redetermined for current 
years, salvage is logically in the same 


and future 
position. 

2. Section 1.167(a)-1(c) of the Regula- 
tions states: “However, if there is a re- 
determination of useful life under the 
rules of paragraph (b), salvage value may 
be redetermined based upon facts known 
at the time of such redetermination of 
useful life.” 

The indicates 
that only changes on account of minor 


foregoing statement 
variations (or, possibly, in price levels) 
are restricted. 


The meaning of the Cohn case 

The practical effect of this decision 
may be an increase in disallowances of 
depreciation by the 
dispositions are made during periods of 
continuing inflation. The Treasury need 
only show that a redetermination of 
useful life is necessary and thereby auto- 
matically have the right to redetermine 
estimated salvage value. The burden of 
proof is on the taxpayer, and, in matters 


Treasury where 
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of estimating useful life or future sal- 
vage values, it is well known that it is 
difficult, to furnish, convincing proof. 
Capital gains arising from inflation or 
exceptional conditions of shortages, etc., 
could thus be effectively throttled under 
this decision. 

The Tax Court in 1947 held that the 
adjustment in salvage (to reflect the ac- 
tual sales price) was a correction of a 
mistaken estimate.4 The Cohn decision 
would seem to imply that all increases 
in salvage realization over amount esti- 
mated can be treated as mistakes. The 
Leaf Lumber 
pointed out that profit on sale of equip- 
ment is not, of itself, proof that salvage 
and useful life were erroneous. When 
does a favorable sales price result from 
an increase in price levels? 

This principle of correcting mistakes 
in salvage would appear to be contrary 
to the Regulations which are grounded 
on reasonableness of estimated salvage 
at time of acquisition and would avoid 
change “... at any time. . 
cause of price levels.” Section 1.167(a)- 
l(c). By the same token, the disallowance 
of depreciation from the beginning of 
the year of sale is not equitable because 
the taxpayer is entitled to depreciation 
until the end of the useful life of the 
asset—which is the date of disposition. 
Until that date the asset is in fact sub- 
ject to wear and tear. 

For example, if a sale of depreciable 


Wier Long decision 


. merely be- 


assets in December by a taxpayer on a 
calendar year basis would result in no 
depreciation the year 
under the Cohn doctrine, deferment of 
the sale until the following January 
would provide a full year’s depreciation 


allowance for 


for the 12 months preceding. 
Furthermore, nowhere in the Regula- 
tions on depreciation under either the 
1939 Code or the 1954 Code is there any 
suggestion that salvage is synonymous 
with actual sales prices. On the contrary, 
the language suggests that salvage is an 
amount, estimated at time of acquisi- 
tion, which is expected to be realized 
upon the disposition of the equipment. 
It merely represents the complement of 
depreciation and forms the initial ad- 
justment factor for annual allowances. 
In the very recent Massey Motors, Inc., 
case (2/26/59), the Fifth Circuit in send- 


# Wier Long Leaf Lumber Co., 9 TC 990 (1947). 
5The Fifth Circuit noted that it did not deal 
with the question whether or not these cars were 
“used in business” and therefore really depreci- 
able. The Government had conceded below that 
they were; the court observes that a respectable 
argument could have been made that they were 
not. 


ing back to the Florida District Cour 
the factual questions arising in the com. 
putation of an auto dealer’s depreciation 
on company used cars® said that the 
lower court should decide whether sal. 
vage value should be the estimated value 
at retail because the cars are sold that 
way at the end of the model year or 
much lower because the taxpayer was a 
dealer buying a large volume at the 
wholesale price. In another recent case, 
Robley H. Evans (1/26/59), the Ninth 
Circuit made these disturbing comments 
on the need for an annual salvage tre. 
determination: “Initially, petitioner 
should have estimated salvage value 
upon acquisition of such assets and such 
value should have been adjusted at the 
end of each taxable year if conditions 
then existing reasonably indicated that 
a different value would probably be real- 
ized at the end of the physical or eco- 
nomic life from the sale or other disposi- 
tion of such assets.”” Undoubtedly as cases 
test the IRS’ current insistence on in- 
cluding salvage in depreciation computa- 
tions, acceptable methods of estimating 
salvage in particular situations will grad- 
ually evolve from the new decisions. 
Ironically, in the case, the 
Treasury had sought to redetermine use- 


Cohn 


ful life but was unsuccessful. Neverthe- 
less, the IRS was permitted the benefit 
of hindsight, as if a redetermination had 
been approved, by identifying sales 
prices in 1944 and 1945 as salvage value. 
If a 10% 
as indicated by the original judicial con- 
clusions, it seems illogical to disturb the 
amount by reason of a windfall in prices. 
Generally, under this rationale, a tax- 
payer could only sustain a loss if sales 
prices ultimately deteriorated, but could 
never obtain full capital gains recogni- 


, Salvage appeared appropriate 


tion benefits where prices improve un- 
expectedly. 


Not intended by Congress 


In the author’s opinion such dilution 
of the benefits from Code Section 1231 
was not contemplated by the Congress. 
In fact, the economic effect would be a 
slowdown in the replacement of equip- 
ment with improved models and, thus 
an over-all decline in improvement of 
the national productive efficiency. This 
would be contrary to the Congressional 
purpose which has been manifested in 
recent years by allowance of more rapid 
methods of depreciation. Furthermore, 
continuing uncertainty as to treatment 
of salvage would be detrimental to the 
businessman’s planning and decisions. * 
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Techniques for determining accumulated 


earnings by analysis of book surplus accounts 


by DONALD H. SKADDEN 


Every corporation that has ever reported taxable income different from its book 


income should know whether the difference carries through and makes its ac- 


cumulated earnings and profits something different from its earned surplus. It may 


be overlooking the possibility that distributions from earned surplus are not tax- 


able dividends from accumulated earnings. In these days of wide and increasing 


variations between book and tax accounting, it is prudent tax planning to set 


up a routine for developing a cumulative computation of accumulated earnings 


and profits. Professor Skadden discusses the mechanics of doing this by means of 


annual reconciliations of taxable and book income working through the tax re- 


turn schedules, and he then reviews the items of income, expense and surplus 


that should be given special attention. 


Kt COURTS DEFINE accumulated earn- 
ings and profits by stating what it 
“Earnings and profits in the tax 
sense, although it does not correspond 


is not. 


exactly to taxable income, does not 


necessarily follow corporate accounting 


oer 


concepts either.”! “Taxable net income 
and earnings and profits are not syn- 
onymous.”? Negative definitions are not 
unusual in income tax, but in this case 
the ruling out of accounting earned sur- 
plus and taxable income leaves us with 
very little in the way of a positive idea 
of what should be included in accumu- 
lated earnings and profits. Yet when it is 
necessary to compute accumulated earn- 
ings and profits, one cannot deal in 
negatives or generalities, but must make 
positive decisions about many specific 
items. 

Some tax practitioners think that this 
is a problem that will never concern 
them. This is by no means a safe assump- 
tion. For example, any company which 
has used the rapid amortization of emer- 
gency facilities (or grain facilities), or the 
declining balance type of depreciation 
for tax purposes but not for book pur- 
poses may find accumulated earnings 
and profits rapidly dwindling while sur- 
plus on the books may rise. 

Also, any company that eliminated a 
beok deficit through a quasi-reorganiza- 
tion at any time in the past must con- 
tinually be aware that accumulated earn- 
ings and profits are probably substan- 
tially smaller than book earned surplus. 

Any company that was formed from 
a predecessor corporation, or that has 


merged with other corporations, should 
examine the earnings and profits his- 
tories of those other companies. It is not 
safe to assume that a book surplus or 
book deficit was the true measure of ac- 
cumulated earnings and profits. 

Any company that follows a_prac- 
tice of distributing to shareholders a 
substantial part of book income each 
year should examine accumulated earn- 
ings and profits carefully. Particularly 
would this be been 
some loss years. A closely held corpora- 


true if there had 
tion should re-examine its accumulated 
earnings and profits position as it con- 
siders the advisability of electing under 
the new Subchapter S$ not to be subject 
to the corporation tax. 


Devising workable procedure 

When the decision has 
that a company’s accumulated earnings 
and profits ought to be determined, the 
tax accountant is faced with the problem 
of devising a workable procedure. In 
many cases a logical and expeditious ap- 
proach is first to compute the current 
balance of 


been made 


accumulated earnings and 
profits from the current balance of book 
earned surplus. The reconciliation as of 
the current date will, of course, require 
a detailed analysis of each year since 
incorporation or since the last such re- 
conciliation was made. Thus a detailed 
examination of all past years is always 
necessary, and frequently a detailed com- 
putation of earnings and profits at the 
end of each past year is desirable. Never- 
theless it is often more logical to re- 
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concile the current figures and work 
back rather than to start at the begin- 
ning reconciling at each year end. This 
is true because some transactions may 
have a retroactive effect upon earnings 
and profits. Also some items may offset 
each other as between years and each 
reconciliation is simplified by first under- 
standing the complete history. 


Information needed for reconciliation 


Most of the differences between 
earned surplus and accumulated earn- 
ings will be found to arise from treating 
an item of income or expense on the 
books in a way different from its tax 
treatment. Consequently the most im- 
portant source of data is usually the 
Schedule M on tax returns. This is not 
to say that all Schedule M items will be 
used in the reconciliation, nor that all 
reconciling items will appear on Sched- 
ule M; however, this is probably the 
most important single source of in- 
formation. Some Schedule M items, such 
as dividend distributions, and net capi- 
tal losses, will not appear in a recon- 
ciliation of book earned surplus to ac- 
cumulated earnings and profits because 
they are proper deductions in computing 
both figures. 

Federal income taxes also are properly 
subtracted in arriving at both earned 
surplus and accumulated earnings and 
profits. However there still may be a re- 
conciling amount here because the tax 
figure shown on Schedule M (and sub- 
tracted from earned surplus) is often a 
round amount somewhat larger than the 
tax shown on the return. The extra, or 
cushion, is not a proper decrease in ac- 
cumulated earnings and profits. Also, it 
is important to remember that subse- 
quently determined deficiencies or over- 
payments affect accumulated earnings 
and profits retroactively.? Thus it usually 
will be necessary to analyze the tax ac- 
crual account, and often each payment 
will need to be traced to the support- 
ing tax return. Also, revenue agents’ re- 
ports will supply useful information con- 
cerning the nature of, and reasons for, 
changes in reported taxable income. 
This in de- 
termining the proper earnings and 
profits treatment of those items. 

All net worth accounts should be ex- 
amined in connection with the compu- 
tation of accumulated earnings 


information is invaluable 


and 


profits. Certain non-taxable income and 
non-deductible expense items are never- 
theless proper increases or decreases in 
earnings and profits. If such an item 
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[Mr. Skadden is a CPA. and an associate 
professor of accountancy at the Univer- 
sity of Illinois. This article is an adapta- 
tion of the one prepared by him for the 
Tax Comments column in the Winter, 
1958, Illinois CPA.] 





were entered directly to a surplus reserve 
account, or to a paid-in surplus account, 
it would not appear on Schedule M, but 
would still be a necessary item in re- 
conciling from earned surplus to ac- 
cumulated earnings and profits. Direct 
entries to earned surplus should be ex- 
amined in order to determine the correct 
earnings and profits treatment for each 
item. 

Thus, in any computation of ac- 
cumulated earnings and profits it is 
necessary to examine Schedule M of the 
Form 1120, revenue agents’ reports, the 
Federal income tax accrual, net worth 
reserves, paid-in and capital surplus ac- 
counts, and the earned surplus account. 
Each particular situation should be ex- 
amined closely to determine what other 
sources of information might be valu- 
able. In some cases statements or reports 
prepared for the S.E.C. or other regu- 
latory commissions might contain in- 
formation useful to such a study. And, of 
course, it may be necessary to examine 
reports and records of predecessor or 
merged companies. 


Treatment of specific items 


Any study of earnings and profits will 
finally resolve itself into an examination 
of many specific items. Each of these 
items must be analyzed as to book treat- 
treatment, and its 
effect upon earnings and profits in order 


to determine whether or not it should 


ment, tax proper 


be included as a reconciling item be- 
tween earned surplus and accumulated 
earnings and profits. The proper treat- 
ment of many items will be quite clear 
under the Code and Regulations. Others 
have been covered in various court cases. 
In many situations there will be some 
that neither been 
by the courts nor discussed in the litera- 
ture. 


items have decided 


Dividend distributions 


Probably no one would question the 
fact that dividends properly reduce ac- 
cumulated earnings and profits. There 
may be some question, however, as to the 
timing of the reduction and, in the case 


of non-cash dividends, as to the amount 
of reduction. The Code and Regulations 
are rather specific on the second of these 


May 1959 


points, but do not help much on the 
first.4 In case of scrip dividends, the Code 
indicates that the principal amount of 
should be the 
charge to earnings and profits. 
Property dividends normally reduce 
earnings and profits by an amount equal 
to the adjusted basis of the property 
distributed. Exceptions occur when in- 
ventory assets are distributed, or when 
the property distributed is subject to a 
liability. In the case of inventory dis- 
tributions, earnings and profits first are 
increased for the excess of fair market 
value over adjusted basis and then re- 
duced by the fair market value. The 
purpose of this is to assure that the 
dividend always will be taxable at least 
to the extent of the inventory profit. 
When property subject to a liability is 
distributed the reduction in earnings 
and profits is the adjusted basis minus 
the liability and plus any gain recog- 


the obligation issued 


nized. 

Stock dividends and stock splits, while 
they may reduce earned surplus, have 
no effect on earnings and profits.5 These 
and other book transfers of earned sur- 
plus, such as transfers to surplus re- 
serves, are usually the cause of some 
of the larger differences between earned 
surplus and accumulated earnings and 
profits. 

The timing of the reduction, as be- 
tween the date of declaration, date of 
record, or date of payment, is 
established by the Code and Regulations. 
Also the court decisions are not in com- 
plete agreement on this point. The date 
of declaration was held to be the sig- 
nificant date in Goldwyn,® but in that 
case there was constructive receipt of 
the dividend by the shareholders which 
surely had much bearing upon the de- 
cision. The present weight of authority 


not 


seems to be with the Supreme Court 
that 
. the date of payment, not the date 
of the of the 
the date of distribution . . .,’ 


statement in Mason v. Routzahn™ 


“ec 


dividend is 


’ 


declaration 
and there- 
fore determines the time that earnings 
Under 
theory any final quarterly dividends, or 
special dividends declared at the close of 
a good year, may be paid during a year 
of low earnings or even losses, and 
would reduce earnings and profits in 
the low income year. Furthermore, in 
some instances, the taxability or non- 
taxability of such a distribution might 
not be determinable at the time of pay- 
ment. Section 312 of the Internal Rev- 
enue Code, (in which dividend is de- 


and profits are reduced. this 


fined), indicates that the current year's 
earnings and profits are “. . . computed 
as of the close of the year without any 
diminution by reason of any distribu. 
tions made during the taxable year... .” 

Thus, as of any given date, all divi- 
dends declared but not paid should be 
added back to earned surplus in re- 
conciling to accumulated earnings and 
profits. 

This problem of timing may take 
on special significance under the Sub- 
chapter S election not to be taxed asa 
corporation. Under the Technical 
Amendments Act of 1958 “the accumu- 
lated earnings and profits of an elect- 
ing small business corporation as of the 
close of its taxable year shall be reduced 
to the extent that its undistributed tax- 
able income for such year is required to 
be included in the gross income of the 
Therefore, if a 
corporation elects the new treatment for 
1959 its earnings and profits will be re- 
duced in 1959 for any 1958 dividends 
paid in 1959, plus all of the 1959 earn- 


shareholders. . . .”8 


ings whether or not paid out. 


Federal income taxes 


Taxes reduce earnings and profits of 
the year to which the tax pertains. This 
is true of deficiencies paid subsequently 
as well as taxes paid currently. However, 
the cushion in a tax accrual account is 
nothing more or less than a surplus re- 
serve as far as accumulated earnings and 
profits are concerned. However, it is not 
always safe to assume that the reconcil- 
ing figure is simply the excess of the 
accrual balance over the tax reported on 
the last 1120. The 
should be analyzed for unusual items. 


accrual account 
One such item that may be found here 
is interest paid on tax deficiencies. While 
this interest paid is a logical reduction 
in earnings and profits, there is nothing 
to indicate that the reduction is retro- 
active as in the case of the deficiency it- 
self. Interest apparently is a reduction 
only when paid. Thus a single charge to 
the accrual account may be made up of a 
and interest 
earnings and profits of two different 
periods. Any other unusual items that 


deficiency which reduce 


may be found in the tax accrual account 
must be examined in order to determine 
whether or not the accrual balance must 
be adjusted to arrive at the proper figure 
to ebtain a reconciliation. 

The income tax liability computed on 
a consolidated return must be allocated 
to the various members of the group. 
The Code states that the allocation can 
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be based on taxable incomes or on taxes 
computed separately, or on any other 
basis approved by the Commissioner.® 
Operating losses incurred by a consoli- 
dated subsidiary do not reduce earnings 
and profits of the parent company al- 
though they are deducted on the con- 
solidated return. Upon the subsequent 
dissolution of that subsidiary, the 
parent's earnings and profits are reduced 
by the total of all prior operating losses 
plus any additional loss on liquidation.!° 
Limitations are discussed below for the 
situation where the 
caused a 


subsidiary’s losses 


have negative accumulated 


earnings and profits. 


Depreciation and depletion 

\ major adjustment arises in the case 
of a company that uses accelerated de- 
preciation on its tax returns and normal 
and then 
shows as an expense and as a liability the 
tax saved currently but 
expected to be payable in the future 


depreciation on the_ books, 
amount of the 
when the basis of the assets has been re- 


Although book 
earnings (and therefore earned surplus) 


covered for tax purposes. 


are reduced currently for such deferred 
earnings and profits are reduced 
by only the amount actually due for the 
Any “deferred” 

additional 
accumulated 


taxes, 
period. balance is really 
just an cushion as far as 
earnings and profits are 
concerned and should be added back to 
earned surplus in the reconciliation. 
Deferred income tax accounts may be 
shown on the books when, for other rea- 


sons there is a material difference be- 


tween book depreciation and tax depre- 


ciation. It may be due to tax use of one 


of the accelerated depreciation methods, 


or to rapid amortization of emergency 


facilities,11 or to a difference between 
book and tax bases of the assets. 
Depletion, on the other hand, is one 


of the areas in which earnings and 


profits do not follow the taxable income 


calculation. Earnings and profits are 


reduced by cost depletion only. Thus, 


discovery value, fair market value, and 


Wheeler, 324 U.S. 542. 
*R. M. Weherhauser, 33 BTA 594. 

Stern Bros. & Co., 16 TC 295; Estate of Esther 
M. Stein, 25 TC 940 (acq). 

‘IRC (1954), Sec. 312(a). 

my Ss Young Corp., “ BTA 860. 

. Goldwyn, 175 F.2d 64. 

Mason vy. Nee eg O15 U.S. 175. 
“IRC (1954), See. 1377(a). 
*IRC (1954), Sec. 1552(a). 


° Taylor-Wharton Iron & Steel Co., 5 TC 768. 
IT 3543: CB 1942-1, p. 111. 

** Reg. Sec. 1.312-6(e) (1). 

‘IRC (1954), 312(f). 

Reg. Sec. 1.312-6(b); IT 3253, CB 1939-1. 


R. M. Weyerhauser, 33 BTA 594. 
*Sansome, 60 F.2d 931, (2nd Cir. 
den. 12/9/32, revg. 22 BTA 1171. 

*Munter, 331 U.S. 210, (1947), revg. 157 F.2d 


1932), cert. 


percentage depletion are not proper re- 
ductions in earnings and profits.12 
Gains and losses on sales of property 
Earnings and profits are increased or 
decreased by recognized gains and losses 


only.13 Thus, property bases are the 
same for earnings and profits as for tax- 
able income. However, earnings and 


profits are reduced by all recognized 
losses even though they result in a net 
capital loss which is not deductible in 
computing taxable income.14 


Operating losses 

There is no carry-back or carry-over 
of net operating losses for the purposes 
of computing earnings and profits. Ac- 
cumulated earnings and profits are re- 
duced at the time that a loss is incurred. 
offset 
future earnings unless all prior earnings 
and profits including those accumulated 
prior to March 1, 1913 are eliminated.15 


Thus an operating loss cannot 


Earnings and profits of predecessors 


Accumulated earnings and profits of 
the acquired corporation is one of sev- 
eral items that carry over to the acquir- 
under IRC 381(c)(2). 
This is essentially a codification of the 
old Sansome rule.16 


ing corporation 


The Sansome rule 


has always been relatively simple to 
apply where a new corporation simply 
replaces an old one that had a balance 
of accumulated earnings and_ profits. 
However, the courts found it necessary 
distributions 
the re- 


organization, and also where the prede- 


to modify Sansome where 


were made in connection with 
cessor companies had negative earnings 
and profits. In Munter!? the Supreme 
Court ruled that if distributions related 
to the reorganization are taxable as 
dividends, then earnings and profits car- 
ried over are reduced accordingly. In 
Phipps'8 it was held that deficits of the 
predecessor companies did 
over. However, Phipps was then modi- 
fied in Snider! to the effect that deficits 


of the predecessor company could not 


not carry 


132, (3rd Cir.) which had reversed 5 TC 108. 
18 Phipps, 336 U.S. 410, (1949), revg. 167 F.2d 
117, (10th Cir.) which had affirmed 8 TC 190. 
19 Snider et al, 224 F.2d 165, (1st Cir. 1955). 
290 Barnes, 22 F. Supp. 282. (1938); IRC (1954), 
312(i); Reg. See. 1.312-10. 
*1 Reg. Sec. 1.312-6. 
*2 Reg. Sec. 1.312-6; South Texas Lumber Co., 
333 U.S. 496, (1948), revg. 162 F.2d 866, (5th 
Cir.) which had reversed 7 TC 669. 
3 Reg. Sec. 1.312-6. 
** Rev. Rul. 54-230, CB 1954-1, p. 114. 
* Benjamin Siegel, 29 BTA 1289. 
2° Ernest A. Jackson, 172 F.2d 605, 
9 TC 307. 
27 United a ape Corp., 143 F.2d 580, 
— 2 TC 111. 

M. Weyerhauser, 33 BTA 594. 
29 Charies F. Ayer, 12 BTA 287. 


(1949), affg. 
(1944), 
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offset earnings and profits of the acquir- 
ing company at the date of the merger, 
but could offset earnings and profits 
accumulated after that date. In essence, 
Phipps and Snider were codified in the 
1954 Code at Section 381(c)(2)(B). 
Sansome has also been applied in cases 
of divisive reorganizations as well as 
acquisitions. In these cases the earnings 
and profits of the predecessor are allo- 
cated to the successor companies.?° 


Miscellaneous items 

Tax exempt income such as state or 
municipal bond interest?! or life insur- 
ance proceeds paid by reason of death?? 
do increase earnings and profits although 
not a part of taxable income. 

Many items of income or expense may 
receive optional treatments in the tax- 
able income calculation. In most cases, 
once the option is chosen, the same treat- 
ment also must be used for earnings and 
profits. This is true in the depreciation 


area discussed above. Apparently this 
also would be true in the following 
areas: Accrual or cash bases of account- 
ing;?3 installment sales;?4 bad debts;?5 
capitalization of certain expenses during 
construction;?® organization expenses; 
research and development expenses. 
Issuance of capital stock at a premium 
does create 
it has been held that re- 


demption of stock for less than the issue 


not earnings and profits. 


Furthermore, 


price also does not create earnings and 
profits. Such redemption discount is con- 


sidered additional paid-in-capital.?7 
This, of course, is consistent with gen- 


eral accounting treatment of these items. 
On the other hand, some question may 
arise as to premiums paid on the re- 
demption of stock. Accounting-wise this 
charge is often (perhaps usually) to 
earned surplus, and perhaps earnings 
and profits should be reduced under 
a broad interpretation of Weyerhauser?8 
and Ayer.*9 

“Thus, under the ordinary method of 
accounting, in computing earnings and 
profits there will be deducted, not only 
the ... ordinary and necessary expenses, 

. but others which are not, under the 
statute, deductible in computing taxable 
net income. In this classification may be 
listed such items as extraordinary ex- 
charitable taxes 
paid the Federal Government, and taxes 
assessed against local benefits tending to 
value of the property. .. . 
corporations frequently make expendi- 
tures which are not deductible from 


penses, contributions, 


increase the 


gross income for income-tax purposes, 
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but which nevertheless reduce earnings 
or profits.” 

The Commissioner very likely would 
argue that earnings and profits should 
not be reduced by such premiums be- 
cause they not only are not deductible in 
computing taxable income, but also are 
usually taxable to the shareholders as 
capital gains and not as dividends. How- 
ever, if these premiums do not reduce 
earnings and profits they would have to 
be considered as a return of capital. 
The Securities and Exchange Commis- 
sion’s stand on redemption of preferred 
stock seems somewhat more logical. The 
SEC holds that any excess the preferred 
shareholders receive over what they paid 
in is considered to be from earned sur- 
plus rather than from capital 
vided by another group of shareholders. 

Closely related to the above 
premiums 


pro- 


area of 
capital 
expense 


and discounts on 
stock issued or redeemed is the 
of issuing stock. Here again, case 
directly on this point was found. It has 


been rather well settled that such ex- 


no 


penses are not deductible in computing 
taxable income, but again relying upon 
Weyerhauser, these might be considered 
in the “extraordinary expense” category. 





Capital gain on sale of leasehold to 
third party. Taxpayer held a lease on a 
tract of some four blocks in downtown 
Seattle the 
Washington. 


owned by University of 
Many commercial build- 
ings had been erected on the tract and 
space in had sublet to 
hundreds of tenants. As taxpayer's lease 
approached its end, the University de- 
cided not to renew it and agreed to 
lease the tract to a wholly unrelated 


third party. For convenience in dealing 


them been 


with the change and in preparation for 
extensive modernization, taxpayer sold 
its rights under the lease with the Uni- 
versity, its subleasing contracts with its 
tenants and all furniture and equipment 
used in operating the tract to an inter- 
mediary which immediately transferred 
them to the new leaseholder. The price 
taxpayer received from the intermediary 
was based on taxpayer’s estimate of its 
income for the remaining 10 months of 
its lease with the University. The Court 
holds the for the leasehold 
rights is capital gain. It found clearly 
clistinguishable the recent Lake case, in 
which the Supreme Court denied capital 
gain treatment of the proceeds of sale 


pay ment 


New accounting decisions this month 
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It seems a strong case could be made 
that earnings and profits should be re- 
duced to the extent that these expenses 
are properly charged to earned surplus 
on the books. Such a charge to earned 
surplus may be proper for expenses of a 
going concern issuing additional stock, 
preferred stock expenses, or regulated 
industries where the regulating authority 
prescribes such a charge. 

It seems appropriate to mention brief- 
ly the recommendations in this area sub- 
mitted to the Ways and Means Com- 
mittee by the Committee on Federal 
Taxation of the American Institute of 
Certified Public Accountants. The major 
recommendation®? was to the effect that 
dividends out of current earnings should 
not be taxable until a prior deficit in 
accumulated earnings and profits has 
been eliminated. This would be a sig- 
nificant and very desirable step toward 
bringing tax accounting more into agree- 
ment with generally accepted accounting 
in this but would constitute a 
radical change in a long established tax 
policy. w 


area, 


8° Committee on Federal Taxation, American In- 
stitute of Certified Public Accountants, Recom- 
mendations for Amendments to the Internal 
Revenue Code, 1958, p. 20. 


of an oil interest. Taxpayer here dis- 
posed of its entire interest in the in 
come-producing property; it was not 
merely selling a right to future income. 
Metropolitan Building Co., 31 TC No. 
95. 


Lawyer's gain from sale of real estate 
is capital. Taxpayer, a lawyer, had made 
a total of 94 real estate sales during the 
period 1946 through 1955, 23 of which 

the taxable 1950 
through 1952. Over the longer period 
not less than 150 lots were sold, while 
a total of 48 was sold during the three 
years in issue. Taxpayer acquired the 
property either for legal services or for 


were made in years 


small sums in order to protect existing 
property or to promote Civic activities in 
which he was interested. He had no real 
estate license or office, Taxpayer did not 
advertise, list the property with brokers, 
or post any “for sale” signs because of 
the seller’s market that existed at the 
time. Sales were initiated by prospective 
customers’ approaching taxpayer through 
the mails or over the telephone. The 
Tax Court concluded that taxpayer held 
the properties primarily for sale to cus- 


tomers in the ordinary course of his 
trade or business. This court reverses, 
Examining the record as a whole, the 
court concludes that taxpayer purchased 
the properties as an investment and is 
entitled to capital-gain treatment for 
his gain on the sales. Austin, CA-9, 
2/9/59. 


Payment for cancellation of sublease 
taxable as ordinary income. Taxpayer 
held a lease on land in Seattle owned by 
the University of Washington on which 
a hotel had been erected by taxpayer's 
subtenant. As consideration for the can- 
cellation of the sublease, taxpayer re- 
ceived $137,000 from the hotel which 
immediately thereafter entered into a 
new long term lease directly with the 
University. In form, taxpayer released 
its leasehold rigltts to the University and 
it therefore claimed capital gain. The 
court finds ‘that in reality taxpayer re- 
ceived the $137,000 from the hotel in 
lieu of the rent that would be due had 
the sublease continued and holds that it 
is ordinary income. Metropolitan Build- 
ing Co., 31 TC No. 95. 


* Useful life pre-1954 means inherent life. 
The district court allowed taxpayer to 
take straight line depreciation for the 
expected total life of cars used by tax- 
payer, an auto dealer, as company cars 
and sold, usually within a year and at 
a price greater than his cost. It allowed 
the gain as capital. This court reverses 
and remands. It observes in a footnote 
that the Government had conceded that 
the cars were used in the taxpayer's busi- 
ness although a “respectable case” could 
be made for the contrary. The question 
for is therefore, whether for 
the years 1950 to 1953 useful life should 
be computed as life to the taxpayer or 
inherent life. The court finds no author- 
ity for change in the long-standing rule 
that inherent life is meant for years 
prior to 1954 (it is not concerned with 
the validity of the new Regulations for 
1954 and later years). It notes the con- 
trary holding of the Ninth Circuit in 
Evans 1/26/59. On the question of sal- 
vage it finds no disagreement between 
the parties that salvage must be allowed 
for and holds that on remand the trial 
court should determine the proper 
amount to be used here in the light of 
taxpayer's ability to buy cars at whole- 
sale and then sell retail at a higher price. 
Massey Motors, Inc. CA-5, 2/26/59. 


decision 


Useful life of furnishings in rented 
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home set at 10 years. Taxpayer owned a 
$30,000 house in Washington, D. C.. 
which he rented furnished while in 
Europe. In his returns, he claimed de- 
preciation on the furnishings based upon 
a value of $10,000 and a useful life of 
five years. The Commissioner's adjust- 
ment of useful life to 10 years is upheld. 
Isenbergh, 31 TC No. 107. 


Transfer of mineral leases was a sale; 
initial payments were large [Non-acquies- 
cence]. Taxpayer transferred two min- 
eral leases held for more than six months 
in return for $100,000 on date of assign- 
ment and $50,000 in each of the two 
succeeding years, plus the sum of 10¢ 
per ton of ore to be shipped from the 
premises. The transferee was under no 
obligation to ship any ore whatsoever. 
The court concluded that the transfer 
of the leases was an absolute sale, and 
that the large down payments and the 
10¢ per ton were properly treated by 
taxpayer as capital gains. Remer, 28 TC 
85, non-acq. IRB 1959-10. 


Construction business cannot take de- 
preciation on lumber. A partnership in 


the business of constructing and repair- 
ing houses is denied a depreciation de- 
duction on lumber which he claimed to 
have purchased for investment purposes. 
The lumber was available at all times for 
use in the business, and a good part of 
it was actually so used. House, TCM 
1959-47. 


DEDUCTIBILITY 


*xxLobbying regulations valid. The Su- 
preme Court unanimously upheld the 
validity of the Treasury Regulations dis- 
allowing the deduction of lobbying ex- 
penses. Taxpayers were liquor distribu- 
tors who contributed to campaigns to 
defeat initiative proposals to regulate 
the liquor business in their respective 
The initiative 
defeated, have de- 
stroyed or lessened taxpayers’ businesses. 
The court first rejected taxpayers’ con- 
tention that the Regulation denying de- 
duction for “money expended for lobby- 
ing purposes, the promotion or defeat 
of legislation .. .” 
initiative 


states. measures, which 


were would either 


was inapplicable to 
measures. It then tax- 
payers’ main argument that the Regula- 


met 
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tion was inconsistent with the statute 
allowing deduction of ordinary and 
necessary business expenses by pointing 
to repeated Congressional re-enactment 
of the statute after the Regulations were 
promulgated. Finally, the court rejected 
the contention that the Regulation 
penalized taxpayers’ exercise of their 
right of free speech. The denial of de- 
duction non-discriminatory and 
merely required that exercise of this right 
be without assistance from the Treasury. 
Cammarano, Sup. Ct., 2/24/59. 


was 


*IRS will apply old state-tax-accrual 
rules to pre-1957 settlements. For many 
years it had been customary for Revenue 
Agents to include in adjustments to a 
year under examination an additional 
deduction for the state income tax that 
would be due when the state automatic- 
ally made the same changes the taxpayer 
agreed to in the Federal examination. 
However, in Rev. Rul. 57-105 the IRS 
ruled that an the amount 
of state tax accrues and is allowed as a 
deduction when the amount is finally 
determined by litigation or default, or 
when taxpayer acknowledges the addi- 


increase in 
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tional liability. Ordinarily this will be 
the year of examination. The Service 
now states that where the return was 
audited before May 1, 1957, and a de- 
duction was allowed for the: increased 
state tax in the year to which it relates 
rather than the year in which it accrues; 
the Service will take no affirmative ac- 
tion to reopen that return unless the 
taxpayer seeks to deduct in the later 
years the tax 
allowed as a deduction. Rev. Rul. 59-59. 


additional previously 


*Penalty for late payment of local tax 
deductible. ‘Taxpayer believed it was not 
subject to Pittsburgh school tax and on 
advice of counsel that voluntary payment 
might preclude suit, refused to pay the 
tax. It was ultimately held liable and in 
addition subject to a 1% per month 
penalty for late payment. The Tax 
Court said that permitting a deduction 
for the penalty would frustrate the 
policy of the state. This court reverses. 
Allowing a deduction in this case would 
not cause a severe and immediate frus- 
tration of state policy, pointing out that 
the highest state court stated in this 
very case that it was not the policy of 
the state to try to prevent the contest 
of taxes. One judge dissents because the 
state courts characterized the payment as 
a penalty. Keystone Metal Co., CA-3, 
2/26/59. 

Improvements amortized over useful 
life; lessor was related. Taxpayer was 
organized to provide a swimming pool 
for members of a club. It leased a tract 
of land from a corporation owned by its 
stockholders for a lease term of about 
eight years. The court finds, however, 
that despite the stated term the lease was 
of indefinite duration. It finds the useful 
life of the swimming pool was 20 years 
and requires that the cost be depreciated 
over this period. [Section 178, added by 
the 1958 Act provides specific rules gov- 
erning amortization of improvements on 
leaseholds owned by a related person. 
—Ed.| Highland Hills Swimming Club, 
Inc., DC Okla., 9/5/58. 

No interest deduction on sham loans. 
The court of claims joins the Tax Court 
in disallowing an interest deduction on 
a “loan” to purchase U. S. Treasury 
notes. The transaction, substantially the 
the 
case, involved the purchase of $5,000,- 
000 face amount of the notes for a nom- 


same as in Tax Court Goodstein 


inal down payment by taxpayer. The 
balance was “borrowed” from a finance 








May 1959 


company. However, this was carried out 
by an elaborate series of transactions on 
paper; no actual notes were ever held 
by the parties. Since payment of the in- 
terest could never result in a profit to 
taxpayer except by virtue of the tax 
deduction, the transaction is concluded 
to be a sham for tax purposes. Broome, 
Ct. Clms., 3/4/59. 


No interest deduction for funds “bor- 
rowed” to “purchase” U. S. bonds. Tax- 
payers in these cases borrowed funds on 
non-recourse notes to purchase Us. 
bonds, and to pre-pay the interest for 
the entire term of the loan. The court 
denies the interest deductions ruling 
that the undertakings were mere shams— 
“elaborate and circuitous tax deduction 
schemes assuming the form of a security 
investment and incurrence of indebted- 
ness.” It holds further that even if a 
valid indebtedness had been created, the 
interest deduction would be denied on 
the ground that the transactions had no 
purpose other than the avoidance of 
taxation by creating a tax deduction. 
Lynch, 31 TC No. 98; Julian, 31 TC No. 
99; Miles, 31 TC No. 100. 


Dues to lobbying association not de- 
ductible. Membership assessments paid 
by a retail liquor dealer to the Atlanta 
Retail Liquor Association are not al- 
lowed as an ordinary and necessary busi- 
ness expense where the dealer failed to 
prove that no substantial part of the 
association’s activities consisted of carry- 
ing on propaganda, or otherwise at- 
tempting to influence 
Barkett, 31 TC No. 114. 


legislation. 


“Loss” on compromised settlement part 
of cost of acquiring business. Taxpayer, 
a dentist, acquired a clinic under a 
conditional When he 
learned later that the vendors had im- 


sales contract. 
properly withdrawn cash from the clinic, 
taxpayer brought suit for an accounting 
and made no further payments on his 
compromise settlement 
finally effected, pursuant to which tax- 


notes. A was 
payer claimed $6,400 as a business loss. 
The court holds the alleged loss not 
deductible, for it represents a capital 
investment as part of the cost of acquir- 
ing the title to the dental clinic. Est. of 
Harlow, TCM 1959-28. 


No deduction for interest on loan se- 
cured by annuity; not bona fide. Tax- 
payer took out an annuity policy calling 
for annual premiums of $20,000. Shortly 





thereafter he borrowed some $470,000 
from a bank, pledging the policy. He 
then prepaid all the annuity premiums 
and borrowed from the insurance com. 
pany enough to pay off the bank loan. 
The Tax Court denied the deduction 
saying that the facts were similar to 
those in Emmons and Weller, in which 
it denied the deduction on the ground 
that there was only an elaborate scheme 
to obtain a tax deduction. It noted that 
both the Emmons case and the Weller 
case are currently on appeal. Williams, 
TCM 1959-45. 


ACCOUNTING METHODS 


Installment basis proper; initial pay- 
ments did not exceed 30%. Taxpayers 
had listed apartment hetel with 
brokers at a net*sales price of $275,000. 
They later negotiated a sale of the hotel 
for $325,000 with a down payment of 
$50,000 in cash, plus an allowance of 
$75,000 in exchange for a deed to an- 
other hotel as a trade-in. Upon a find- 
ing that the hotel traded-in was worth 
only $35,000, (so that the down pay- 
ment of $50,000 cash, plus $35,000 in 
property was not in excess of 30% of the 
actual sales price of $285,000), the court 
holds taxpayers were correct in reporting 


an 


g 
their gain upon the sale on the install- 


ment basis. Yeager, TCM 1959-41. 


No constructive receipt of endowment 
policy at pre-maturity election of install- 
ments. Prior to maturity of his life an- 
nuity contract, taxpayer elected to re- 
ceive the principal sum plus interest and 
dividends in specified monthly install- 
ments. He also reserved the right to 
make additional withdrawals of princi- 
pal subject to the company’s right to 
defer payment for six months, which six 
month period would have expired in 
the year following maturity. Taxpayer is 
held not to be in constructive receipt in 
the year of maturity of the full cash 
surrender value less premiums paid. Two 
judges dissent saying that taxpayer did 
not show there was error in the state- 
ment he signed asking for cash surrender 
value of the policy. Estate of Snider, 31 
TC No. 109. 


Payments for leased premises subject 
to an existing short-term lease are de- 
ductible as rent. Taxpayer rented pre- 
mises for 99 years at an annual rental 
of $15,000. The building was then oc- 
cupied by a tenant whose lease, at an 
annual rent of $12,000, had a remaining 
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life of five years. In the years at issue 
taxpayer was receiving $12,000 income 
from the old tenant and paying the 
property owner $15,000 and claimed a 
deduction for $3,000. The Commissioner 
contended that all taxpayer effected by 
his agreement was the purchase of a 
future leasehold interest and that ac- 
cordingly, $3,000 of the $15,000 annual 
payment during the life of the existing 
lease was a Capital expenditure to be 
amortized over the life of the agreement. 
However, the court finds that taxpayer 
received a present leasehold interest sub- 
ject only to the unexpired portion of 
the existing lease, and he is permitted to 
deduct the entire $15,000 payment as 
rent. Thomas, 31 TC No. 101. 


State and local taxes deductible only 
when accrued; correction of deduction 
not a change in method. An accrual basis 
taxpayer which had for 
treated state and local taxes as deduct- 
ible in the years of payment rather than 
the years of their accrual, is held to the 
proper method and entitled to deduct 
in 1953 and 1954 only those liabilities 
which had accrued in those years. 
Further, there was no change in the 
method of accounting within the mean- 


many years 


ing of Section 481 so as to entitle tax- 
payer to a double deduction in 1954 for 
both the accrual of the 1954 tax and the 
payment of the 1953 tax. Alta Co- 
operative Elevator, TCM 1959-33. 


Dealer’s reserve credits not income. The 
Government, without conceding the cor- 
rectness of the taxpayer’s position, 
agreed that the case should be in ac- 
cord with this circuit’s holding in John- 
son, 233 F.2d 952, since the facts were 
essentially the same. Johnson held that 
a dealer's reserve is not income to the 
taxpayer until the finance company 
makes the credits unconditionally avail- 
able. Colonial Chevrolet Corp., CA-, 
12/31/58. 


OTHER DECISIONS 


Advances by beer distributors to race- 
track corporation are non-business debts. 
Advances by partners in a beer distribut- 
ing business to a corporation in which 
the partnership held stock, for the pur- 
pose of financing the operation of a 
race-track and fair grounds, are found 
to be partnership loans, deductible as 
non-business debts (rather than business 
debts) because the partnership was not 
in the business of promoting race-tracks. 


The loss is allowable in the year when 
both the advances and the investment 
in the stock became worthless. Haley, 
TCM 1959-29. 


Loss on abandonment of timber-allowed. 
Taxpayer, in 1950, received as a liqui- 
dating distribution from his corporation 
timber property which he had originally 
contributed to the corporation as capital. 
In 1951, he attempted to obtain $15,900 
for the timber but was unsuccessful. 
Early in 1952 he received an offer of 
$11,500 which he declined, but by the 
end of that year he was willing to ac- 
cept an offer of $2,000. However, the 
tentative purchaser upon inspection of 
the timber in the spring of 1953 with- 
drew the offer upon the ground that the 
timber had deteriorated. Taxpayer 
stopped paying taxes on the property 
and abandoned it. The court allows tax- 
payer an abandonment loss in 1953 to 
the extent of $2,000 which it finds was 
its value upon receipt. O’Neill, TCM 
1959-35. 


Employees not taxed on holiday turkeys. 
The value of a turkey, ham, or other 
item of merchandise of similar nominal 
value distributed by an employer to 
each of his employees at Christmas, or a 
comparable holiday, is a gift and need 
not be treated as taxable income by the 
employee who receives it. On the other 
hand, the employer may deduct such 
costs as an ordinary and necessary busi- 
ness expense. However, distributions of 
cash, gift certificates and similar items 
of readily convertible cash value, will be 
considered taxable compensation to the 
employee regardless of the amount in- 
volved. Rev. Rul. 59-58. 


1954 Code did not increase surviving 
joint tenant’s basis [Certiorari denied]. 
Taxpayer and her husband had jointly 
owned property that cost them about 
$160,000, but was worth about $650,000 
upon his death in 1954. Under the 1939 
Code she would not be permitted to step 
up the basis at his death. However, she 
argues that, for the purpose of comput- 
ing depreciation in years subject to the 
1954 Code, this increase should be al- 
lowed. The Fourth Circuit held that the 
1954 Code made no change in the basis 
of property held by surviving joint ten- 
ants. The new rule is applicable to inter- 
ests passing to surviving tenant in years 
after 1954. Faraco, cert. den., 3/2/59. 


Loss on sale of worthless stock to niece 
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disallowed. A purported sale of gold 
mine stock by taxpayer to his niece for a 
nominal sales price is found to have 
been intended as a gift and, therefore, 
does not give rise to a deductible loss. 
Furthermore, the evidence established 
that the stock became worthless well be- 
fore the purported sale. Moser, TCM 
1959-25. 


Gift of interest in royalty agreement 
shifts tax on royalty. Taxpayer, an in- 
ventor, had transferred certain patents 
to a family corporation. Under the trans- 
fer agreement he received rights to royal- 
ties, to cancel on certain happenings, 
and to negotiate royalty rates on prod- 
ucts that might be developed in the 
future under the patents. Thereafter he 
made a gift to his wife and children 
of an undivided 75% interest in this 
agreement. The Commissioner asserted 
this was a mere assignment of future in- 
come and taxed all royalty receipts to 
him. The district court agreed, but this 
court reverses. Taxpayer made a gift of 
income-producing property; he had sub- 
stantial rights under the agreement with 
the corporation in addition to the right 
to receive royalty payments and these 
additional rights were also given to the 
donees. Heim, CA-2, 1/26/59. 


Proceeds fully reinvested though part of 
condemnation award went to mortgagee 
[Non-acquiescence]. Taxpayer owned 
property subject to a mortgage on which 
he was not personally liable. It was con- 
demned by the state for $207,000, of 
which $57,000 was paid direct to the 
mortgagee and $150,000 to taxpayer, all 
of which he used to purchase replace- 
ment property. In accordance with the 
Regulations, the Commissioner asserted 
tax on the gain on the ground that the 
proceeds of condemnation was the full 
$207,000, and since the portion used to 
pay off the mortgage was not reinvested 
in similar property, gain is recognized. 
The Tax Court reviewed its decision 
in Fortee Properties (19 TC 99), in 
which it held that Regulation invalid. 
The Second Circuit reversed this (211 
F.2d 915), on the ground that the 
language of the Code supports the Regu- 
lation. However, the Tax Court adhered 
to its original position—the money used 
to pay off a mortgage on which the tax- 
payer is not liable should not be con- 
sidered as received by the taxpayer for 
the purpose of this section of the law. 
Babcock, 28 TC 781, non-acq. IRB 1959- 
10. 
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Tax-saving plans under Subchapter S now 


more reliable as result of new Regulations 


by PAUL F. MICKEY and ROBERT D. WALLICK 


The eagerly awaited proposed Regulations on Subchapter S put to rest many fears: 


some by emphasizing that the IRS will interpret doubtful points about as had been 


expected, and others by revealing that the IRS’ position is extreme and is cer- 


tainly an invitation to litigation. Messrs. Mickey and Wallick here expand our 


understanding of how the election can be used to provide assured tax savings. They 


pay particular attention to the provisions of these proposed Regulations and 


emphasize the points on which the Commissioner’s position seems poorly grounded 


in the law. For example, they see the section dealing with collapsibles as quite weak, 


little more than a warning that IRS will strive for loophole-closing legislation. 


O* Marcu 12, 1959, THE CoMmMIs- 
sioner published proposed Regula- 
tions under Subchapter S of the Internal 
Revenue Code, the election to have the 
income of certain corporations taxed 
directly to its shareholders rather than 
the Considering the fact 
that Subchapter S is only seven months 
old and that the Commissioner has not 
yet issued Regulations under the 1954 
law allowing proprietorships and _part- 
nerships an election to be taxed like 
corporations,! this is both a noteworthy 
and a commendable achievement. The 
Regulations are extensive, and for the 
most part reflect the intended and ex- 
pected interpretation of the statute. 

There is little point in reviewing the 
criteria for qualification to elect, the 
mechanics of making or revoking an 
election, or the events which will auto- 
matically terminate the election. These 
are relatively simple matters and the 
proposed Regulations answer the ques- 
tions most often raised.2 

However, on the question of eligibil- 
ity to elect, the proposed Regulations, in 
Section 1.1372-1(a)(2), take the position 
that a company may not elect “if it is 
in the process of complete or partial 
liquidation, it it has adopted a plan of 
such liquidation or if it contemplates 


corporation. 


such liquidation or the adoption of a 
plan of such liquidation in the near 
future.” This proposal appears to be one 
of several provisions by which the IRS 
is attempting to prevent use of Sub- 
chapter S as an escape from the col- 
lapsible corporation provisions of Sec- 
tion 341 of the 1954 Code. (See the dis- 
cussion below of Section 1.1375-1(d).) 
This objective is so important to the 
Service that the proposal is almost cer- 
tain to be rendered in the final Regula- 
tions. 

The proposal would bar the use of the 
Subchapter S election in several situa- 
tions where it could be useful: a corpo- 
ration admittedly in process of liquida- 
tion could not elect to permit the stock- 
holders to use the operating losses often 
the election 
could not be used as a substitute for a 
Section 337 liquidation to 
double tax on corporate sale of assets at 
a profit; nor would it be available as 
a means of partially liquidating a com- 
pany that might be held to be collaps- 
ible under Section 341. (Section 341 
clearly would apply to a complete liqui- 
dation, except as to that part of the 
distribution representing previously 
taxed income. Section 1.1372-1(c)(8) of 
the proposed Regulations says that Sec- 


incurred in winding up; 


avoid a 


tion 341 “may” apply to distributions in 
liquidation.) 

There is no foundation for such a 
limitation in the statute itself and it has 
no direct support in the legislative his. 
tory of the act. However, in so far as the 
proposed provisions may be applied to 
true liquidations, they are not wholly 
unreasonable. It is plain enough that 
the Senate Finance Committee was seek- 
ing to provide further encouragement 
for the operation of small businesses, 
not for their liquidation, and the Com- 
missioner can at least point to the fact 
that the Committee’s report makes no 
mention of liquidations under Subchap- 
ter S. The Report refers always to the 
tax treatment of “earnings” or “ 
or to the deduction of “net operating 
losses.”” There is no evidence that Sub- 
chapter S was cqnsidered an alternative 
to the Code sections affecting liquida- 
tions and redemptions. 

However, the prohibition against an 
election where a partial liquidation is 
contemplated is so broad as to jeopardize 
any election made for the purpose of 
transferring a substantial corporate capi- 
tal gain to the shareholders. The pro- 
posed Regulations leave the term partial 
liquidation undefined. Any sale of real 
estate or other corporate capital assets 
might be regarded as a partial liquida- 
tion. Of course Section 346 defines the 
term “partial liquidation” narrowly, but 
there is no assurance that the IRS would 
not apply a broader interpretation for 
purposes of these proposed Regulations 
under Section 1372. If the proposed 
Regulation were to be so interpreted, it 
would certainly be contrary to the ex- 
pressed intention of the Senate Finance 
Committee. Therefore, there is a po- 
tential battleground here which should 
be delineated by more detailed and spe- 
cific Regulations. 

Even for companies outside these liqui- 
dation problems, the decision whether or 
not to elect is not easy. 

Although the Senate Finance Com- 
mittee said that the statute was intended 
to permit selection among proprietor- 
ship, partnership and corporate forms 
the necessity of considering 
differences in 


income,” 


“without 
tax consequences,” the 
very opposite is true; the choice in most 
cases requires a very careful analysis of 
the differences in tax consequences. But 


such analyses require first, a thorough 
understanding of the treatment accorded 
to income, losses, distributions, basis, and 
earnings and profits. 

The proposed Regulations follow the 
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statute closely in prescribing rules for de- 
termining undistributed taxable income. 
The shareholders are taxed pro rata on 
all the taxable income of the corpora- 
tion for the current year, computed with- 
out allowances for the corporation’s net 
operating loss deductions from prior 
years, its domestic dividend deductions 
or its reductions for partially tax exempt 
United States interest. This annual in- 
come is shareholders, 
whether distributed or not, as if it were 
a dividend,’ except that in no case is it 
subject to the $50 dividend exclusion, 
the 4% dividends received credit or the 
retirement income credit.* To the extent 
not distributed in cash, it is taxed as if 
it had been distributed as a dividend 
on the last day of the corporation’s tax 


taxed to the 


year; if part has been distributed earlier 
in the corporation’s tax year, it is taxed 
to the shareholders as of the date of dis- 
tribution.6 This distinction is signifi- 
cant only where the corporation and a 
shareholder have tax years ending on 
different dates and the corporation’s 
year end and the actual distribution fall 
in different tax years of a shareholder, 
but, in such case, it affords a well recog- 
nized opportunity to accelerate or post- 
pone income and to offset income with 
losses. 

All ordinary income for the year, in- 
cluding short term capital gains, is in- 
cluded in the shareholder’s return as a 
single item in Schedule H of Form 1040, 
but net long term capital gains, after 
offset of short term losses, are taxed sep- 
arately as long term gain, and are re- 
ported in Schedule D. As has been 
widely noted, this is one of the valuable 
features of the new law. Shareholders 
may receive the gains from the sale of 
appicciated corporate property at the 
cost of a single capital gains tax. 

Capital gains must be offset by any 
ordinary loss.7 This reduces the amount 
of income taxable to the shareholder on 
account of corporate earnings, but de- 
prives him of the opportunity which a 
partner has to return the full gain at 
capital gains rates while using the ordin- 
ary loss to offset any ordinary income 


‘TRC (1954), Sec. 1361. 

*The mooted question whether a voting trust or 
the beneficial owners would be considered share- 
holders, is answered in favor of the shareholders 
(1.1371-1(d)); an electing corporation may ac- 
quire an affiliated subsidiary after election 
(1.1371-1(¢)) and either a minor or his guardian 
may file a consent. (1-1372-2(a)) The Commis- 
sioner indicates he may exercise his discretion 
to permit re-election before the five-year waiting 
period elapses if more than 50% of the shares 
have been transferred to new shareholders since 
termination or if the event causing termination 
was beyond control of the principal shareholders 
and the corporation. (1.1372-5(a)) Similarly, a 


Successor corporation is not subject to the wait- 
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from other sources. Where a shareholder 
has a different tax year from that of the 
electing corporation and receives a cash 
distribution of part of the current year’s 
earnings and profits during his earlier 
tax year, any capital gain included in 
the distribution must be allocated be- 
Therefore, if 
the corporation and shareholder have 
different taxable years, the computation 
of the amount of dividends treated 

capital gain to the shareholder during 
his entire taxable year which ends dur- 
ing the corporation’s taxable year must 
close of the 


tween his two tax years. 


await the corporation’s 
year.8 

At this point appears a remarkable 
piece of legislation by Regulation; the 
Commisisoner has attempted to write a 
shorthand version of Section 341 IRC, 
the collapsible corporation statute, into 
Section 1375 IRC.9 Section 
1.1375-1(d) of the proposed Regulations, 
proceeds from the sale of an asset which 


Under 


are entitled to capital gain treatment in 
the hands of the corporation will never- 
theless be ordinary income | to any “‘sub- 
stantial” shareholder, or group of share- 
holders, if the proceeds would have been 
ordinary income to that shareholder or 
group had he or they owned and sold 
the asset individually. (A “substantial” 
portion of the stock is not defined; 

Section 341(e) IRC, 20% is used for com- 
parable purposes.) For example, if a 
manufacturing corporation sells excess 
real estate, the gain is ordinary income 
to any substantial shareholders who may 
Thus, 
despite the clear provisions of Section 
1375 IRC that the corporation’s income, 
when taxed to the shareholder “ 
treated as a long term capital gain to the 
. of the excess of the corpora- 
tion’s net long term capital gain over 
its net term 
treatment of gains is determined by 
reference to the shareholder’s status, not 
the corporation’s; and the gain may be 
taxed differently to the 
Finally, the 
dividual status as a dealer is said to be 
determined also by reference to the busi- 


individually be real estate dealers. 


shall be 
extent... 


short capital loss,” tax 


various share- 


holders. shareholder’s in- 


ing period if at least 50% of the shares are no 
longer owned by the original consenting share- 
holders. (1.1372-5(b) ). 

% Proposed Reg. 1.1373-1. 

4 Proposed Reg. 1.1375-2. 

5 Proposed Reg. 1.1373-1(a). 

6 Proposed Reg. 1.1373-1(f). 

7 Proposed Reg. 1.1375-1 (a). 

8 Proposed Reg. 1.1375-1(c). Only the profit on a 
sale of a corporate asset is distributable as capi- 
tal gain. Sec. 1875(a) IRC. If the cost basis is 
also distributed, it will be a dividend or a return 
of capital under Section 301 IRC, depending on 
the size of the corporation’s earned surplus, un- 
less the distribution is a distribution in liquida- 
tion. 
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ness activities of any other corporations 
taxed under Subchapter S in which the 
shareholder owns stock. 

This paragraph of the Regulations is 
so palpably without statutory authority 
that it is difficult to think that the IRS 
believes it could receive judicial ap- 
proval. If the Commissioner did not 
know that such solutions of the collaps- 
ible corporation problem require express 
statutory authority, he would not have 
deemed it necessary long ago to ask for 
and obtain enactment of the collapsible 
corporation statute;1° if the Commis- 
believed that that statute 
applies to sales of assets by a corporation 
electing to be taxed under Subchapter §, 
he would have said so in Section 1.1372- 
1(c)(8) of the proposed Regulations. In- 
stead he said only that Section 341 IRC 
applies to sales or exchanges of the 
shares or distributions in liquidation. 
One can only suppose that the proposed 
Regulation is intended to discourage at- 
tempts to avoid Section 341 IRC aintil 
the Commissioner can seek a statutory 
amendment, 


sioner really 


Deduction of losses 


Net operating losses of an electing 
corporation for the current year are 
computed as for a non-electing corpora- 
tion, except that the former gets no de- 
duction for tax exempt interest and divi- 
dends received and cannot include a loss 
carryover from any earlier year, whether 
or not it was an election year.1! Such 
are carried 
over to the shareholder’s returns pro 
rata, with one important difference: all 
corporate income for the year is taxed 
to the shareholder, but he may deduct 
losses only in proportion to the number 
of days of the year that he owned his 
stock. Thus a shareholder who acquired 
his shares at mid-year must report his 
share of the entire annual income but 
may deduct only one-half of any loss. 
The other half is deductible by the 
transferor shareholder in his return for 
his tax year in which the corporation’s 
tax year ends.12 But if a shareholder dies 
before the loss year ends, the proposed 


losses, like ordinary income, 


® Remarkable but not surprising. The authors 
predicted this, because the zealous attitude of 
Treasury, Internal Revenue and the Joint Com- 
mittee toward collapsibles indicated that failure 
to correlate Section 1375 with Section 341 was an 
oversight. 

10 The Treasury position was that it might suc- 
eessfully attack collapsible corporations, as a 
sham, without legislation. Hearings before Com- 
mittee on Ways and Means on Revenue Revision 
of 1950, 81st Cong., 2d Sess., 70,138. But this was 
never proved. Moreover, the Treasury view re- 
ferred to true collapsibles, whereas the proposed 
Regulation reaches the << of an asset by a con- 
tinuing business enterpri: 

11 Proposed Reg. 1.1374- 1(b) (1). 
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Institute on Current Problems in Fed- 
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the North Carolina Bar Association and 
the Law Schools of Duke University, the 
University of North Carolina, and Wake 
Forest College, held at Duke University, 
February 6 and 7, 1959. The lecture was 
revised to include discussion of the sub- 
sequently issued proposed Regulations.] 





Regulations provide that ‘“‘neither he nor 
any other person” (which of course in- 
cludes his estate) may deduct his share 
of the loss. This is so because the deduc- 
tion is allowed for the shareholder’s year 
“in which the taxable year of the corpo- 
ration ends,” and there can be no such 
year.13 

On the shareholder’s return, his share 
of the loss is treated as a business de- 
duction and if he has an individual op- 
erating loss, the portion attributable to 
the corporate loss may be carried back 
and over as any other net operating loss, 
except that it may not be carried back 
beyond 1958.14 The proposed Regula- 
tions are specific that any deductions for 
corporate losses are subject to the limi- 
tations of Section 270 IRC, relating to 
“hobby losses.”15 

This right to use corporate losses to 
offset carries the 
major restriction that losses may be de- 
ducted only to the extent of the ad- 
justed basis of the shareholder’s stock, 
plus the adjusted basis of any indebted- 
ness of the corporation to him.16 They 
are applied first against the basis of the 
stock and then against the basis of the 
indebtedness. For this purpose basis is 
determined as of the close of the corpo- 


individual income 


ration’s year, or, if stock is sold or other- 
wise disposed of, basis is determined as 
of the day before the day of the sale or 
disposition.17 The basis is the same as 
basis at the beginning of the year in- 
creased by any loans to the corporation 
during the year,18 and decreased by any 
dividends paid during the year out of 
tax paid earnings for any previous year 
during which an election was outstand- 
ing.19 

Neither the statute nor the proposed 
Regulations provide that any loss for an 
election share- 
holder’s basis can become deductible by 


year in excess of the 


the shareholder in a later year if his 
basis is increased. In this respect, the tax 
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treatment of an electing corporation 
differs from that accorded a partnership, 
since any partner who cannot deduct all 
of his share of the partnership operat- 
ing loss because of the basis limitation 
may pick up the excess in later years 
to the extent that his basis is increased.?° 

Treatment of capital losses is entirely 
different. Presumably, the corporation’s 
capital losses cannot be used by the 
shareholders to offset individual capital 
gains or ordinary income.?! They are ap- 
plicable only against the corporation’s 
capital gains. Since the statute does 
not prohibit carryovers of capital losses 
to or from other years during the five- 
year carry-forward period, an election 
apparently has no effect upon the corpo- 
ration’s treatment of capital losses. The 
proposed Regulations should be ampli- 
fied to cover this question. They are 
quite specific as to treatment of pre-elec- 
tion year operating losses. These may be 
carried over to a post-election year pro- 
vided the election years are counted in 
determining the five-year limitation.?? 


Distributions of taxed income 


Congress provided that distributions 
of income taxed in previous years 
should not be considered dividends, but 
gave the Commissioner express authority 
to prescribe rules governing such dis- 
tributions.23 The proposed Regulations 
on this point therefore have special im- 
portance. The definition of a 
holder’s net share of previously taxed in- 
come in Section 1.1375-4(d) of the pro- 
posed Regulations expounds the Code 
definition in two important respects. 
First, it is clear that the computation is 
made on an individual shareholder basis, 
regardless of changes in his percentage 
ownership of stock from year to year. 
Second, the shareholder’s share is re- 
duced by all of his “allowable” deduc- 
tions, irrespective of whether they were 
actually used or whether they resulted in 
tax benefit. However, “allowable” deduc- 


share- 


tions do not include operating losses 
which were not deductible by the share- 
holder because of the overall basis limi- 
tation under Section 1374(c)(2) IRC. It 
should be noted that there is nothing 
in the statute or the proposed Regula- 
tions prohibiting disproportionate dis- 
tributions. The statute refers to the dis- 
tribution “to any shareholder [of] all 
or any portion” of his share of previous- 
ly taxed income.?* Such special distribu- 
tions may be desirable for a number of 
reasons, especially where a shareholder 
plans to sell his stock.25 But a non-pro 


rata distribution within a family group 
will be reallocated among them equally 
under Section 1.1375-3(d) unless the 
members who receive less than their 
share can prove that the distribution was 
made without their consent. This is not 
new; the same rule is applied to un- 
equal distributions by non-electing cor- 
porations under Rev. Rul. 56-431. 

The proposed Regulations fully con. 
firm the fact that distributions will 
escape dividend treatment only if made 
while the election upon which the in- 
come was accumulated is in effect. Any 
break in the election means a loss of the 
right to earmark distributions as tax- 
free returns of previously taxed income 
from years preceding the year of the 
break in the election. Furthermore, the 
right to receive the undistributed tax 
paid income as # tax-free return of capi- 
tal cannot be revived after termination 
by waiting the five-year period and fil- 
ing a new election.?6 

The right to non-dividend distribu- 
tions is personal to the shareholder who 
paid the tax, and is not transférable to 
donees, purchasers or legatees. If the 
shareholder transfers all of his shares, 
the right is available to no one, al- 
though he may revive it by again be- 
coming a shareholder at any time while 
the same election is still in effect. It is 
of considerable interest that a transfer 
of only part of-a shareholder’s stock will 
not reduce his share of previously taxed 
shareholder with undistrib- 
uted previously taxed income could sell 
all but a nominal part of his stock and 
still retain his full share of previously 


income; a 


taxed income.?7 

The proposed Regulations contain the 
unfortunate restriction that previously 
taxed income must be distributed in 
money in order to receive non-dividend 
treatment under Section 301(c)(2) IRC. 
Distributions in property are treated as 
ordinary dividends.?8 This undoubtedly 
stems from the general desire of the 
Treasury, the IRS and the Joint Com- 
mittee Staff to prevent shareholders from 
obtaining a stepped-up basis in depre- 
ciable corporate property with a low 
basis and high value.29 

Distributions of previously taxed in- 
come can occur only if all current earn- 
ings have been previously distributed, 
since all distributions are chargeable first 
to current earnings.3® All distributions 
cf previously taxed income reduce the 
shareholder’s basis in his stock. To the 
extent that they exceed his basis, they 
are treated as gain from sale or exchange 
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of the shares, under Section 301(c)(3) 
IRC.31 

A distribution of previously taxed in- 
come does not decrease accumulated 
earnings and profits since earnings and 
profits are not increased when the in- 
come is first taxed to the shareholders.? 
This fact that earnirgs and profits are 
not increased by income taxed to share- 
holders also raises the possibility that 
previously taxed income can be with- 
drawn without payment of tax even 
after the election has terminated. If the 
corporation has distributed all accumu- 
lated earnings and profits, the previ- 
ously taxed income might then be dis- 
tributed as a tax-free return of capital, 
to the extent the shareholder has basis, 
and the excess over basis would be taxed 
only as capital gain. 


Incorporate and elect? 


The problem of comparative tax an- 
alysis is much simpler in determining 
whether to convert a partnership or 
proprietorship into an electing corpo- 
ration under Subchapter S, than in de- 
termining whether a business already 
incorporated should make the election. 
The income of the proprietorship and 
partnership is already taxed directly to 
the individuals, so that comparisons with 
the effects of double taxation are absent. 
By the same token, the tax saving oppor- 
tunities are more limited. 

For partnerships and proprietorships 
the law makes it possible to have the 
basic advantages of the corporate form 
without exacting the price of a double 
tax. These advantages have nothing to 
do with taxes: continuity of the busi- 


ness, convenience of management, in- 


sulation from creditors and ease of trans- 


2 Proposed Reg. 1.1374-1(b) (3). 

* Proposed Reg. 1.1374-1(b) (2). This seems to 
be an oversight. There is no reason to permit 
deduction by a living transferor while denying 
it to a transferor by death. The proposed Regula- 
tions are much more literal here than in dealing 
with collapsible corporations. 

‘ Proposed Reg. 1.1374-2 and 1.1374-3. 

’ Proposed Reg. 1.1374-2. 

° Proposed Reg. 1.1374-1(b) (4). 

*Proposed Reg. 1.1374-1(b) (4) (ii). An awk- 
wa -d problem arises here. Assume the corpora- 
tion’s tax year ends in June and a shareholder’s 
year ends in December. The shareholder sells his 
shares in December 1958 and the corporation has 
a loss for the year ending in June 1959. The loss 
is a deduction to the shareholder in his 1959 re- 
turn, but the basis limitation is determined as of 
the time of sale in December 1958. Therefore, 
under the statute, he would apparently have a 
deduction in 1959, although he held no stock then 
and therefore had no basis, and notwithstanding 
that he had used the basis of the shares to reduce 
gain on sale of the shares in his 1958 return. 
However, Section 1.1376-2(a) (3) of the proposed 
Regulations provides that the reduction in basis 
due to deduction of the loss is effective as of the 
time of sale. The effect is to require an adjust- 
ment of the gain on sale of the shares reported 
in the 1958 return. The proposed rule has no 
direct foundation in the statute, but is so clearly 
required to avoid a double use of basis that it 
would undoubtedly be upheld if challenged. 
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fer of owners’ interests in the business. 

From the tax standpoint, one of the 
chief benefits is that profit sharing and 
pension plans become practicable for 
businesses which cannot afford to pay 
corporate taxes. Shareholder-enrployees 
also can obtain other so-called “fringe” 
benefits: group life insurance, group 
medical and group health and accident 
plans. And the corporation can adopt a 
plan for payment of tax-free death bene- 
fits, up to $5,000, to the estate or the 
beneficiaries of deceased stockholder- 
employees, under Section 101(b) IRC. 

In general an electing corporation 
provides greater flexibility than a part- 
nership for allocation of income among 
tax years. A partnership must now have 
the same tax year as its principal part- 
ners,33 while a corporation may have a 
different year. This flexibility will be 
greatly enhanced if it is possible to pay 
dividends to selected shareholders.34 

The electing corporation has an ad- 
vantage upon sale or liquidation, since 
all gain is capital gain (unless it is a col- 
lapsible corporation). Some proceeds 
from the sale or liquidation of a partner- 
ship interest may be ordinary income, 
such as payments for appreciated inven- 
tories unrealized receivables.35 
This, of course, is a non-repetitive bene- 
fit. 

The use of an electing corporation 
also provides greater flexibility for the 
transfer of income within the family 
group. Gifts of stock made at the end of 
the year will effect a transfer of a pro 
rata part of the corporation’s undis- 
tributed income for the year. However, 
the Commissioner has authority to make 


or for 


reallocations within the family where 
he determines that one or more of the 


ISIf a loan is used to increase basis and the 
basis is absorbed by losses, the shareholder, like 
a partner, will be charged with income upon re- 
ceipt of repayment. But, use of written evidence 
of indebtedness would make the income taxable 
as capital gain (Sec. 1232 IRC) and the share- 
holder thus would acquire an ordinary loss at the 
price of an equivalent capital gain. 

19 Proposed Reg. 1.1375-4(a). 

20 IRC (1954), Sec. 704(d). 

21 The statute and the proposed Regulations are 
silent on this point, but the excess of a corpora- 
tion’s capital losses over its capital gains is not 
deductible in arriving at its taxable income or 
operating loss, and Subchapter S only gives the 
shareholders the right to include the corpora- 
tion’s taxable income or operating loss in their 
returns; it does not allow them to deduct any 
excess capital losses. 

22 Proposed Reg. 1.1375-1(a). Similarly, there is 
no reason why a pre-election foreign tax credit 
carryover on which the five-year limitation has 
not tolled could not be used in post-election years. 
“IRC (1954), Sec. 13875 (d). 

*4 Section 1.1375-3(d) and Example (3) under 
1.1375-4(g), seem to countenance the possibility 
of non-pro rata distributions of current earnings, 
except within a family group. 

*% This raises serious corporate problems and has 
many practical objections. Since all shares are 
entitled to participate in common, failure to re- 
ceive pro rata dividends would generally consti- 
tute a waiver. 
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shareholders is not receiving adequate 
compensation for services and, conse- 
quently, that an excessive amount of 
corporate earnings is paid as dividends.3¢ 
The proposed Regulations adopt the 
definition of a “family,” found in Sec- 
tion 267 IRC: ancestors and 
descendants.47 It is not surprising that 
they also contain a blunt warning that 
transactions within the family “will be 
closely scrutinized,” to determine the 
bona fides of any transfers, including 
the time of the transfer and circum- 
stances within the family before and 
after the transfer.38 


spouse, 


Arrayed against these considerations 
are the advantages which a partnership 
retains over an electing corporation: 

A net capital loss of a partnership may 
be used by the partners to offset their 
personal capital gains and as a part of 
their annual $1,000 deduction; but, the 
net capital loss of an electing corpora- 
tion cannot be used by the partners per- 
sonally, except as an offset against the 
corporation’s Capital gains attributed to 
them. 

The cash proceeds from a percentage 
depletion allowance or from tax-free in- 
terest belong to the partners personally, 
if earned by a partnership;39 but when 
earned by an electing corporation, such 
proceeds are locked in and if distributed, 
are subject to the general rules govern- 
ing the tax effects of a corporate distribu- 
tion.40 

Foreign income taxes paid by a part- 
nership may be used by the partners as 
credits against their personal taxes; but, 
the shareholders of an electing corpora- 
tion can use its foreign taxes only as a 
deduction from its income. 

The right of an electing small busi- 


*6 Proposed Reg. 1.1375-4(a) and (d). See Sec. 
1375(d)(2) (ii) IRC and the definition of “all 
prior taxable years,” in the discussion of Section 
1375 (d) in the Senate Report. Sen. Rep. 1983, 
85th Cong., 2d Sess., 224 (1958). 

27 Proposed Reg. 1.1375 (4) (e). 

°8 Proposed Reg. 1.1375-4(b) and (g) Example 
(4) 


2” This is also the probable explanation for the 
statutory provision limiting current distributions 
of current earnings to money. However the ad- 
ministration aversion to such step-ups originated 
where the new basis was obtained at the cost of 
a capital gains tax only. Therefore, to the extent 
that either the current earnings or the previous 
ly taxed income were ordinary income, both re- 
strictions are misplaced. To the extent that cur- 
rent earnings are capital gain or that previously 
taxed income was capital gain, or to the extent 
that the shareholder has no basis (and the dis- 
tribution therefore would constitute capital 
gain) the restriction is justified. 

80 Proposed Reg. 1.1375-4(b). 

31 Proposed Reg. 1.1375-4(a). 

32 Proposed Reg. 1.1375-4(a). 

33 TRC (1954), Sec. 706(b) (1). 

*4 See notes 24 and 25, supra. 

* IRC (1954), Sec. 751. 

%®IRC (1954), Sec. 1375 (c). 

87 Proposed Reg. 1.1375-3(b). 

38 Proposed Reg. 1.1373-1(a) (2). 

39 TRC (1954), Sec. 705(a) (1). 

4° Proposed Reg. 1.1377-2(b). 
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ness corporation to have its income taxed 
to its shareholders will be lost for five 
years if a dissatisfied shareholder sells 
one share to an unqualified purchaser, if 
unusually high dividends or royalties 
are received in a single year, or if some 
other technical requirement for eligibil- 
ity is not complied with; but there is no 
comparable problem for a partnership. 

A partner may withdraw his share of 
the profits currently in the form of 
money or property; but, the shareholders 
of an electing corporation must with- 
draw current profits in cash, since dis- 
tributions of property are always treated 
as a dividend in addition to current 
earnings.*! 

Although properties with inflated 
values can be exchanged for stock in- 
terests in a new electing corporation, tax 
free, the shareholders will be taxed on 
the full value of the property under dis- 
tribution,*2 but, normally, properties 
with inflated values may be distributed 
among the partners without recognition 
of the unrealized gain.*% 

The sale or liquidation of an interest 
in an electing corporation is subject to 
the collapsible corporation rules,‘ 
which, of course, have no applicability 
to a partnership. 

The $10,000 and $20,000 limitations 
on the new special first year deprecia- 
tion allowance are on a per taxpayer 
basis; each partner is considered a sep- 
arate taxpayer,*> whereas a single limita- 
tion probably is applied to an electing 
corporation. The Regulations 
nothing to the contrary. 

Considered collectively, 


show 


these are seri- 
ous disadvantages, and they warrant care- 
ful study. 


Comparison with taxable corporation 


Where the choice is between a corpo- 
ration taxable as such and an electing 
corporation, the question is wholly one 
of relative tax burdens, since either will 
provide the general advantages of the 
corporate form. The answer can be ob- 
tained only by painstaking analysis of 
the facts and probabilities of each par- 
ticular case. 

Several of the Federal 
have issued involved tables showing com- 
parative tax costs of doing business as a 
partnership, an ordinary corporation or 
These tables 
have no great practical value since they 
are based entirely on a set of varied as- 
sumptions as to the tax status of the 
shareholders and the corporation’s earn- 
ings, salary and dividend policies, which 


tax services 
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the practicing lawyer may never meet. 
Such ‘computations are valid only to 
the extent that the underlying assump- 
tions are valid. Not only must there be 
a correct forecast of the corporation’s 
annual income and the portion it will re- 
tain for reinvestment, but of the outside 
income and marital status of each share- 
holder as well. Several shareholders may 
be involved and an election might bene- 
fit some at the expense of hardship to 
others. The tax cost of an erroneous pre- 
diction could be substantial as to any 
one or all of them. 

Considering tax rates only and leaving 
aside all other elements of advantage or 
disadvantage, such computations ob- 
viously are based upon the difference be- 
tween the tax bracket of the particular 
shareholder and (1) the 30% or 52% 
rates at which the income would be 
taxed to the corporation or (2) the 
47.5%, and 64% combined effective 
rates which result when the income is 
taxed at 30% or 52% to the corpo- 
ration and the balance at 25% to the 
shareholder upon liquidation or sale of 
his shares. If a shareholder’s individual 
rate is less than the corporate rate or the 
combined effective corporate and capital 
gains rate, there is always some saving 
from an election. 

The possibility of at least a capital 
gains tax on profits of a non-electing 
corporation must be considered in all 
such studies, unless the probabilities are 
that the corporation will not be liqui- 
dated and the shareholder will die with- 
out selling his shares. (In that event the 
shareholder’s estate obtains a stepped- 
up basis equal to the value of the shares 
and no tax on past gains can material- 
ize.) 

Of course, if the non-electing cor- 
poration is expected to pay dividends, 
the comparison must take into account 
the tax on these at the ordinary income 
rates applicable to the shareholders of 
the corporation. 


When to elect 


Although as noted above, the pro- 
posed Regulations take the position that 
a corporation cannot elect if it 
templates a partial or complete liquida- 
tion in the near future, it is clear that 
a valid election is not terminated if at 
a later date the corporation forms a plan 
to liquidate. 


con- 


There are several important situations 
where an election generally is desirable. 
if substantial losses in 
current operations are expected, 


For example, 
and 


the shareholders have substantial outside 
income, deduction of the corporation's 
losses on the shareholders’ returns ¢an 
produce a real tax saving. An election 
permits them to do so. This is often the 
case with a new business; but if the busi- 
ness has had past earnings the tax bene- 
fits to the shareholders have to be 
weighed against any possible benefit to 
the corporation from a loss carryback. 

If the shareholders can realize capital 
gain by having the corporation sell capi- 
tal assets which have a substantial appre- 
ciation in value and distribute the pro- 
ceeds, a “one-shot” election for a single 
year may produce a real saving. 

If the shareholders have a policy of 
withdrawing all or a substantial part of 
the corporate profits as salaries and divi- 
dends, an election will generally result 
in a tax saving> It will not change any 
tax burden to the extent the ordinary 
income would have been paid to the 
owners as deductible salaries, because the 
corporation is not taxed on_ these 
amounts; but it saves the double tax on 
the dividends. Where the lower tax 
brackets are involved the savings will 
be in the vicinity of 20% of each divi- 
dend dollar. 

It has been suggested that an electing 
corporation can be the answer to the 
problems of a taxpayer confronted with 
a possible penalty tax on unreasonable 
accumulations~under Section 531 IRC. 
It is true that an electing corporation 
will not be subject to the penalty tax, 
since it is expressly exempt from taxes 
levied by Chapter 1.46 But the election 
may have no special value for such pur- 
poses. Corporations can avoid Section 
531 by paying dividends as well as by 
making an election; the trouble in either 
case is generally that the individual 
owners are in such high personal income 
tax brackets they cannot afford to pay 
personal taxes on the earnings. 


When not to elect 


There in which 
an election may be a definite mistake. 
For example, if the corporation has a 
large carryover and 
responding earnings, 


are some situations 


prospect of cor- 
the profits can be 
retained tax free in absence of an elec- 
tion. An election precludes entirely any 


41 Proposed Reg. 1.1373- AWA and (g) (2). 
42 Proposed Reg. 1.1375 (4) (b). 

48TRC (1954), Sec. 731. 

44 Proposed Reg. 1.1371-1(c) (8). 

*#* IRC (1954), Sec. 179(b) and see 1959 Instruc- 
tions, Form 1065, Partnership Return. 

46 IRC (1954), Sec. 1872(b) (1). 

47 Even though dividends may not exceed 20% of 
gross receipts, the 85% deduction will be a much 
higher percentage of taxable income. 
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carryover of the corporate loss, and all 
of its earnings will be taxed to the share- 
holders. If the election is terminated, the 
corporation’s operating loss deduction is 
revived, but the intervening election 
years are counted in determining the 
five-year period limited for use of the 
loss. If the election endures, the carry- 
over will be lost entirely. 

Obviously an election might be im- 
proper where the corporation antici- 
pates losses substantially in excess of the 
shareholders’ bases in their stock during 
any tax year. As we have seen, such ex- 
cess of loss over basis is irretrievably 
gone. 

If the corporation has appreciable 
dividend income, the advisability of an 
election becomes questionable. A non- 
electing corporation is taxed only on 
15% of the dividend income, whereas 
the entire amount would be taxable to 
the shareholders at ordinary income 
election is made. In such 
cases, the tax saving by preserving the 


) 


rates if an 
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85% dividend deduction is substantial 
even if the shareholders may later have 
to pay a capital gains tax upon liquida- 
tion or sale of their shares.47 
Conclusion 

what has been 


that there are quite a 
countervailing factors which 


From said, it is ap- 


parent few 
may in- 
fluence a decision to use or not to use 
the new law. Unquestionaby there are 
many and 
ramifications, which will unfold as the 


other some more serious 
statute is tested against various factual 
situations. But this does not mean that 
the statute should be avoided. The pro- 
posed Regulations leave many questions 
unanswered, but they supply adequate 
rules for most cases. The unsolved ques- 
tions will receive answers in rulings. The 
present problem is to move slowly until 
the guide lines become clearer. Those 
who consider a particular Regulation 
invalid at least have clear warning of 
trouble ahead. 


New concepts found in proposed collapsible 


rules; problems foreseen for all concerned 


by NORMAN A. SUGARMAN 


In its attempt to help Congress iron out difficulties now besetting taxpayers in the 


area of collapsible corporations, the Mills Advisory Group exposes us to risk of 


drastic new concepts of stockholder-corporation relationships, and the tax liability 


attaching thereto. In the analysis which follows, Mr. Sugarman points out that the 


new concepts extend beyond the collapsible corporation area and would present 


additional difficulties in the business and tax decisions to be made by stockholders. 


b igei ApvVISORY GROUP’S PROPOSED re- 
vision of the treatment of collapsible 
corporations is a codification of certain 
concepts for prevention of tax avoidance 
by use of the corporate form. The pro- 
posed statute would be a culmination of 
the steps taken in the enactments of 
1950, 1951, 1954 1958. Congress 
began by providing rules for the treat- 
ment of specific situations in which the 
collapse of a corporation could avoid 
corporate 


and 


and new rules 
have been added as new avoidance situa- 


tions or hardships were discovered. How- 


income tax, 


ever, the Advisory Group now proposes 
a basic revision and attempts to draft 
rules which will prevent the stockholders 
themselves from avoiding individual in- 
come tax through the use of an inter- 


vening corporation. The application of 
the proposed rules is so broad that the 
heading “Collapsible Corporations” is no 
longer indicative of the subject, and as 
a warning to all taxpayers it might be 
well if this section of the proposed law 
titled 
on unrealized corporate income.” 


were “Taxation of shareholders 


Broad application of new concept 

The proposed revision of present Sec- 
tion 341 under a new proposed Section 
343 uses a kind of Kimball-Diamond ap- 
proach and treats a shareholder's owner- 
ship of stock as ownership of assets and 
taxes to the shareholder his share of any 
ordinary income potential in corporate 
assets received on disposing of his in- 
terest. The length of time a person is a 
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shareholder and the age of the corpora- 
tion generally are immaterial and hence 
the proposed statute can apply in most 
any which a stockholder sells 
stock or receives a corporate distribution 
if some part of his gain reflects an ordin- 
ary income element in certain assets. 
There are, of course, exceptions limit- 
ing in certain details the breadth of ap- 
plication of the above concept; never- 
theless it is fair to say that it will be 
necessary to scrutinize carefully Section 
343, if adopted, in the case of any sale, 
exchange or distribution with respect to 
corporate stock, to determine whether 
ordinary income may result. Even a less- 
than-5% shareholder may not be safe. 
Generally he is let out only if at no time 
during a period of three years ending 
with the date of the sale or exchange of 
his stock (which includes a distribution 
in partial or complete liquidation or 
under Section 301(c)(3)(A) or Section 
302(a)) did he own 5% or more in value 
of the outstanding stock of the corpora- 
tion (exclusive of stock which is limited 


case in 


and preferred as to dividends), and for 
this purpose ownership of stock is de- 
termined under the attribution rules of 
Section 318(a). While this treatment for 
less-than-5% stockholders is more favor- 
able than existing law (which deter- 
mines the value of stock ownership with- 
out excluding stock which is limited and 
preferred as to dividends, and which 
uses the broader attribution rules of the 
personal holding company provisions), 
nevertheless the proposed statute ap- 
pears, in Section 343(c), to apply to even 
for five 
years after certain distributions, as dis- 


the less-than-5% shareholder 
cussed later herein. Moreover, the pro- 
posed new section may be less protective 
for many stockholders because it elimi- 
entirely makes the 
imposition of the tax turn on the appli- 


nates intent and 
cation of what the Advisory Group de- 
Whether 
these objective rules would be easier of 


scribed as “objective rules.” 
application, remains to be seen. 


Section 343 assets 
343 


would fragmentize any gain to a share- 


In general, proposed Section 
holder of a collapsible corporation into 
a part which is treated as capital gain 
and a certain 
forms of untaxed ordinary income of 
the corporation and which is therefore 
taxed to the shareholder as ordinary in- 


part which represents 


come. The portion taxed as ordinary in- 


come to the shareholders is, with one im- 
portant exception, his ratable share of 
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AS WE GO TO PRESS, Congress is ex- 
ploring the major recommendations 
of the Mills Subcommittee Advisory 
Group Revised Report and the bill, 
drafted by the Group and introduced 
by Chairman Mills, H.R. 4459. Hear- 
ings on the Advisory Group’s pro- 
posals were held by the Committee on 
Ways and Means in early March. 
Members of the Group appeared to 
present their proposals and David A. 
Lindsay, Assistant to the Secretary, 
explained the Treasury attitude on 
some of the issues. In our August 1958 
(9JTAX66) we presented a 
group of comments on the original re- 


issue 





CHANGES UNDER CONSIDERATION FOR SUBCHAPTER C 


port of the Advisory Group. In Sep- 
tember (9JTAX160) and March (10 
JTAX139) there was additional com- 
ment on its Section 306 proposals; in 
November (9JTAX266) we reported 
the attributions 
rule proposals made by a committee 
of the ABA Section on Taxation. 
Continuing our survey of the sig- 
nificant suggested revisions of Sub- 
chapter C, we present the analysis 
and comments of two leading tax 
men on important sections of the 
Group’s Revised Report, those relat- 
ing to Collapsible Corporations, Loss 
—R. L. Greene, Editor 


some criticism on 


Carryovers. 








the unrealized appreciation on the col- 
lapsible corporation’s Section 343 assets. 

The terms “unrealized appreciation,” 
“Section 343 assets” and “collapsible 
corporation” are the heart of the statute. 
In brief, unrealized appreciation is the 
excess of fair market value over adjusted 
basis for determining gain. 

Kind of property involved 

While the proposed statute defines 
“Section 343 assets” to mean any prop- 
erty of the corporation with certain ex- 
ceptions, it may be more helpful here to 
indicate positively the kinds of property 
considered Section 343 assets. These in- 
clude: 

1. Inventory the adjusted basis of 
which exceeds the average adjusted basis 
of such inventory held by the taxpayer 
at the close of each of the preceding 
three fiscal years or the average annual 
gross sales (less returns and allowances) 
of such inventory during the preceding 
three fiscal years, whichever is the 
lesser. 

2. Inventory the value of which cus- 
tomarily increases by reason of aging for 
more than six months. 

3. Inventory not of a kind customarily 
sold by the taxpayer for a period of 
three years or more. 

4. Other property more than 10% of 
the cost (unadjusted basis) of which was 
incurred by the corporation in the three 
year period ending with the date on 
which the unrealized appreciation is to 
be determined, if: 

(a) such property is not property used 
in the trade or business as defined in 
Section 1231(b) and gain from the sale 
of such property would be treated as giv- 


ing rise to ordinary income to the corpo- 
ration, or 

(b) such property is used in the trade 
or business, as defined in Section 1231(b) 
(or which would constitute such property 
if it had been held for more than six 
months, or for 12 months or more in the 
case of livestock), and unrealized appre- 
ciation exists with respect to such prop- 
erty but does not exist on all such prop- 
erty considered in the aggregate, or 

(c) such property would, in the case 
of the particular shareholder as to whom 
the application of Section 343 is de- 
termined, if held by such shareholder, 
be property gain from the sale of which 
would be taxed as ordinary income to 
the shareholder. 

Examples under (a) above would be 
“unrealized receivables” such as rent or 
interest, and an unharvested crop dis- 
tributed the land; 
amples under (b) above would be land, 


separate from ex- 


buildings and equipment; 
under (c) above would be real estate 


owned by a corporation where the stock- 


examples 


holder in question is a dealer in real 
estate. 

5. Stock of a collapsible corporation. 

6. Property upon the sale of which 
only a portion of the gain would be 
considered as capital gain. Such portion 
of the property shall be treated as a 
Section 343 asset as the gain which upon 
the sale would be treated as ordinary in- 
come bears to the unrealized apprecia- 
tion on such property. Examples of the 
application of this provision are em- 
ergency facilities for which amortization 
has been allowed, original issue discount 
bonds, and Section 306 stock. 

Among the important types of prop- 


erties which would not be ‘Section $43 


assets’ under the above definitions 
would be: 

(a) money 

(b) real property and depreciable 


property used in the business, if (gen. 
erally speaking) purchased more than 
three years ago, or if there exists a net 
unrealized appreciation on such prop. 
erty considered in the aggregate and the 
property would not be considered stock 
in trade or inventory of the shareholder 
if held by him directly, and 

(c) normal inventory maintained for 
a period of three years or more (other 
than inventory which increases by rea- 
son of aging for more than six months, 
such as whiskey). 

The Advisory Group calls attention 
to the fact that its definitions would not 
treat as a Sectian 343 asset the film of a 
motion picture corporation, the collapse 
of which was one of the first instances 
called to the attention of Congress and 
which gave rise to the original 1950 legis- 
lation. The Advisory Group points out 
that the reason for this omission from 
Section 343 is that the sale of the film 
by the corporation would not unde 
existing law produce ordinary income 
and hence, consistent with the approach 
of the Advisory Group, the sale of the 
stock the 
produce ordinary income under Section 
343. 

Therefore, 


by stockholders should not 


the Advisory Group 
recommends the amendment of Section 
1221(3) of the Code to treat such prop- 
erty as other than a capital asset where 
held by (1) a partnership if such prop- 
erty was created by the personal efforts 
of a partner or partners (but not includ- 
ing any such partner who received rea- 
sonable compensation for such efforts) 
or (2) by a corporation if such property 
was created by the personal efforts of any 
person or persons owning more than 
20% 


the corporation (other than stock which 


, in value of the outstanding stock of 
is limited and preferred as to dividends), 
but not including any such person who 
received reasonable compensation for 
such efforts. 


Collapsible corporation 

The next important definition ur*>r 
the proposed Section 343 is that of a 
collapsible corporation. This is defined 
to mean a corporation the unrealized 
appreciation on whose Section 343 assets 
meets both of the following tests: 

(a) the unrealized appreciation on the 
Section 343 assets is more than 15% of 
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the corporation’s net worth (measured 
by excess of fair market value of all 
assets, including Section 343 assets, over 
all liabilities), and 

* (b) the unrealized appreciation on 
Section 343 assets is more than 15% of 
the unrealized appreciation on all assets 
of the corporation. 

As a safeguard, the statute would ex- 
clude in determining the amount of ali 
the assets of the corporation any amount 
attributable to money or property re- 
ceived by the corporation for stock or as 
a contribution to capital or as paid in 
surplus within a period of one year 
immediately preceding the date as of 
which the determination is made, if 
there was not a bona fide business pur- 
pose for the transaction in which such 
money or property was received. This 
is ‘tended to prevent maneuvers to 

the corporation out of a collapsible 
corporaticn status by non-taxable trans- 
fer of property by shareholders to the 
corporation so as to increase either its 
net worth or the total appreciation on 
its entire assets immediately prior to a 
transaction to which Section 343 would 
otherwise apply. 
Taxation of shareholders 

Having so identified the “collapsible 
“Section 343 
assets,” we next can turn to the methods 


corporation” and_ the 


of taxation of the shareholders on the 
unrealized appreciation in Section 343 
assets. There are, in effect, three general 
situations in which a shareholder of a 
collapsible corporation will be taxed, as 
follows: 

1. Upon a sale or exchange oj stock 
by a stockholder to a person other than 
the issuing corporation. In the case of 
such an outside sale, the shareholder’s 
gain is fragmentized into ordinary in- 
come to the extent of the gain equal to 
the stock’s ratable share of unrealized 
appreciation on the corporation's Sec- 
tion 343 assets immediately prior to the 
sale or exchange. In order to avoid tax- 
ing the same unrealized appreciation in 
the hands of a subsequent shareholder 
upon a sale by him, if such subsequent 
shareholder acquired the stock in a tax- 
able transaction (in which gain or loss 
was fully recognized to the seller) then 
the subsequent shareholder upon his 
sale or exchange will be considered in 
receipt of ordinary income only to the 
extent the increase in the stock’s ratable 
share of unrealized appreciation on the 
corporation’s Section 343 assets from the 
time of his acquisition. 
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2. Distributions by the corporation. 
In the case of a distribution by a col- 
lapsible corporation to a shareholder in 
excess of the shareholder’s basis for his 
stock (such a distribution being treated 
under Section 301(c)(3)(A) as out of 
earnings and profits to the extent there- 
of, then in reduction of the basis of the 
stock, and then to the extent of the re- 
maining portion of the distribution, 
i.e., the excess over basis, as capital 
gain), the gain would be fragmentized 
under proposed Section 343 so that so 
much of the gain as is equal to the 
stock’s ratable share of the unrealized 
appreciation on the corporation’s Section 
343 assets immediately prior to the dis- 
tribution will be treated as ordinary in- 
come to the stockholder. If any portion 
of the distribution results in increased 
earnings to the corporation which is 
treated as a dividend, the ordinary in- 
come is reduced in proportion which the 
amount of the distribution treated as a 
dividend bears to the total amount of 
the distribution. Again in order to pre- 
vent duplicate treatment, unrealized ap- 
preciation taxed to the shareholder in 
the case of such a distribution is not to 
be taxed to the shareholder again upon 
a subsequent sale or exchange of the 
stock. 

In the case of a non-aliquot distribu- 
tion in partial or complete liquidation to 
which Section 346 applies.or in redermp- 
tion of stock to which Section 302(a) 
applies, so much of the shareholder's 
gain realized on such distribution as is 
equal to his stock’s ratable share of the 
unrealized appreciation on the corpo- 
ration’s Section 343 assets immediately 
prior to the distribution is treated as 
ordinary income. A non-aliquot distribu- 
tion is defined, in effect, as one in which 
there is distributed, with respect to any 
share of stock, Section 343 assets which 
have an unrealized appreciation less 
than 90% or more than 110% of the 
such stock’s ratable share of the un- 
realized appreciation on all the Section 
343 assets of the corporation. This frag- 
mentation of gain into ordinary income 
on a non-aliquot distribution is included 
in order to prevent avoidance where 
Section 343 assets are distributed on a 
disproportionate basis, since those assets 
might be distributed to those share- 
holders who have a high basis for their 
stock and much of the unrealized appre- 
ciation would then escape taxation as 
ordinary income. In order to plug a pos- 
sible loophole where the unrealized ap- 
preciation on Section 343 assets received 


[Norman A. Sugarman, a partner in the 
Cleveland law firm of Baker, Hostetler 
& Patterson, is a former Assistant Com- 
missioner of Internal Revenue.| 





by a shareholder in a non-aliquot distri- 
bution substantially exceeds his pro rata 
share of the unrealized appreciation on 
all Section 343 assets of the corporation 
(on which pro-rata share he is taxed), 
the balance of the unrealized apprecia- 
tion is taxed as income to the corpora- 
tion as if the corporation made a sale. 


Changes under Section 337 


In the case of the distribution under 
Section 337 in which gain, realized by 
the corporation on a sale or exchange of 
Section 343 assets, was not recognized to 
it, then as much of the shareholder’s 
gain, if any, realized on the distribution 
as is equal to the stock’s ratable share of 
the unrealized appreciation on the cor- 
poration’s Section 343 assets immediately 
prior to the corporation's sale or ex- 
change under Section 337 is to be treated 
as ordinary income to the shareholders. 
It will be noted that this would be a 
change from existing law in that, where- 
as Section 337 is not now applicable to 
a collapsible corporation as defined in 
Section 341(a), the Advisory Group re- 
visions would make Section 337 ap- 
plicable but would tax the shareholders 
on the distribution under Section 343. 
In this connection it is important to 
note that where there is a distribution 
under Section 337, Section 343 assets 
sold or exchanged by the corporation 
in a tax free transaction under Section 
337 shall be treated as still being owned 
by the corporation immediately prior to 
the distribution for all purposes under 
Section 343, except that in determining 
the unrealized appreciation on such 
assets, the excess of their fair market 
value over adjusted basis shall be de- 
termined immediately prior to the ac- 
tual sale or exchange by the corporation. 

3. Ordinary income treatment upon 
the subsequent sale of assets. In the case 
of an aliquot distribution in complete 
or partial liquidation to which Section 
346 applies or on a redemption of stock 
to which Section 302(a) applies, it is pro- 
posed that the amount of gain be limited 
(under Section 331) to (a) the excess of 
the corporation’s adjusted basis of the 
assets distributed to the shareholders, in- 
creased by the amount of any gain recog- 
nized to the corporation upon the dis- 
tribution, over (b) the shareholder’s ad- 
justed basis for his stock and any liabili- 
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ties of the corporation assumed by the 
shareholder on the distribution less the 
liabilities of the corporation to which 
such assets are subject. In such case the 
stockholder takes a substitute corporate 
basis which reflects the gain, if any, re- 
ported. The net effect generally is to 
postpone recognition of gain on assets 
received on an aliquot liquidation of a 
collapsible corporation (except where 
Section 337 applies). Proposed Section 
343(c) then provides an arbitrary rule, 
that gain upon the sale or exchange of 
Section 343 assets received in such a dis- 
tribution shall, if the sale or exchange 
is made within five years from the date 
of the distribution, result in ordinary 
income to the full extent of the gain. It 
will be noted that this subsequent or- 
dinary income treatment has no relation- 
ship to the amount of unrealized appre- 
ciation at the time of the distribution 
and whether the gain upon the subse- 
quent sale results in more or less than 
the potential income at the time of the 
distribution. It may also be noted this 
provision (Section 343(c)) has no exemp- 
tion for the less-than-5% shareholder as 
Section 343(a) does. 


Advantage over present law 


The above survey of the nature and 
effect of the proposed revision of the col- 
lapsible corporation treatment does not 
include all of the fine points of the pro- 
posed legislation; it is however, sufficient 
to indicate the policy and purpose of 
the revision and to form a basis for com- 
ment on the nature of the proposed re- 
vision. 

Thé first comment that may be made 
with respect to the overall nature of the 
revision is that it has an advantage over 
the present law, in that it is more under- 
standable both in terminology and in 
concept than the hodgepodge which has 
developed in Section 341 through the 
series of revisions over the years. 

The that 
made is that to some degree the pro- 


second comment may be 
posed revision would eliminate many 
of the arbitrary and unintended appli- 
cations of the present law, such as the 
peculiar disallowance of the benefits of 
Section 337, resulting frequently in a 
double capital gains tax, a result which is 
difficult to justify under any theory ex- 
cept that it generally produces less tax 
than if one ordinary income tax were 
required to be paid by the shareholders. 
The fragmentation approach, the treat- 
ment of normal inventories and of prop- 
erty used in the trade or business repre- 
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sent a considerable improvement over 
the treatment under existing law. 


Need for further study 


On the other hand, it should be quite 
evident that the proposed revision re- 
quires the most careful study for two 
fundamental reasons. One reason is that 
it states a concept of extremely broad 
application which seems to have the 
effect of treating a corporation as a tax 
avoidance device and _ taxing 
holders on potential corporate income. 
Inasmuch as these new rules will apply 
without regard to intent and will be 
applicable to many old corporations and 
continuing corporations (which cannot 
be described as collapsible in the ordin- 
ary sense), a serious question arises as to 
whether this concept, which is so in- 
volved and could be of such widespread 
application, should be adopted in the 
law merely because of certain limited 
avoidance situations. It appears that this 
concept has not been entirely thought 
through because the statute contains a 
mixture of rules for ignoring the corpo- 


share- 


ration and taxing the shareholders on 
untaxed corporate income, rules for tax- 
ing the shareholders on what would be 
the shareholder’s ordinary income, and 
rules taxing the corporation on income 
not taxed to shareholders. It is difficult 
to perceive clearly whether the corpora- 
tion is being recognized or not recog- 
nized. This in turn raises a considerable 
number of questions as to the implica- 
tions of the proposed revision in con- 
nection with other matters. Is the effect 
of the proposed revision the same as 
treating the shareholder who sells his 
stock as if he realized a dividend from 
the corporation? Shouldn’t such ordinary 
income upon which the taxpayer is taxed 
the fragmentation be 
treated as a dividend to him with the 
benefits of the dividend credit and de- 
duction and shouldn’t the corporation’s 
earnings and profits be reduced accord- 


on approach 


ingly? Why should the taxpayer and sub- 
sequent stockholders pay a greater tax 
under Section 343 than if the corpora: 
tion had received the income and dis- 
tributed it as a dividend? How does the 
proposed treatment tie in with the new 
provisions permitting certain corpora- 
tions to elect under Subchapter S to have 
their income (and losses) treated as those 
of the stockholders? Several different sets 
of policies and treatments seem to be in 
operation here and unless they are co- 
ordinated, most results 


peculiar can 


occur. 


A second reason for further study of 
the proposed revision, as contained in 
Section 343, is to determine whether the 
use of the “objective rules” really con. 
stitute an improvement over the exist. 
ing law. In some cases the objective 
rules are quite arbitrary, such as the 
provision which has the effect of treat. 
ing Section 343 assets received in an 
aliquot distribution in complete or par- 
tial liquidation as giving rise to ordin- 
ary income if sold anytime within the 
next five years. Arbitrary results under 
this provision include treatment of prop- 
erty which would be a capital asset in 
the hands of the shareholders as giving 
rise to ordinary income upon a sale at 
any time within the next five years, ap- 
plying this rule even to a less-than-5% 
shareholder, especially in cases where 
stock of anothey corporation is received 
by a shareholder on a pro-rata liquida- 
tion, and it is determined that the stock 
distributed is that of a collapsible corpo- 
ration. 

Moreover, the “objective rules” are 
not necessarily rules which are easy to 
apply. This is particularly true of the 
rule that whether certain property will 
Section 343 
whether such 


asset de- 
property 
would be an ordinary income asset if 
held by the shareholder. For example, 
it is difficult to determine whether an 
individual is a dealer in real estate and 
the proposed revision would carry this 


be considered a 


pends upon 


problem over to Section 343. It is recog- 
nized that the same problem is also con- 
tained in the 1958 amendments to Sec- 
tion 341, but it should be pointed out 
that this test is not one which is going 
to solve any problems for a great many 
agents. Of a 
similar nature is the fact that a deter- 
mination of unrealized appreciation and 
the determination of whether a corpora- 


shareholders or revenue 


tion is a collapsible corporation depends 
upon fair market value determinations, 
which also are very difficult. In these and 
similar determinations involving values 
the IRS will not give advance rulings; 
these rules would make it impossible for 
taxpayers to obtain advance rulings from 
the IRS as to whether they do or do not 
have a collapsible corporation. 


Conclusion 


The collapsible corporation problem 
concerns small and closely held corpo- 
rations. The proposed revision intro- 


duces some fundamentally new concepts 
These 
complex and difficult to apply; and yet 


in taxation. new concepts are 





~ rae 











an 
par- 
din- 
the 
ider 
rop- 
t in 
ving 
e at 

ap- 
5%, 
here 
ived 
\ida- 
tock 
rpo- 


are 
y to 
the 
will 
de- 
erty 
et if 
iple, 
r an 
and 
this 
ecog- 
con- 
Sec- 
| out 
roing 
nany 
Of a 
leter- 
. and 
pora- 
ends 
tions, 
> and 
alues 
lings; 
le for 
from 


oO not 


»blem 
orpo- 
intro- 
1€ epts 
s are 


id yet 








they will have the most widespread ap- 
plication. There is likely to be only 
one sure method of avoiding these prob- 
lems, and that is through a tax-free 
merger or other combination with a 
larger business. Before Congress enacts 
this legislation it should give the most 
whether the 


careful consideration to 
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problems of tax avoidance that the Ad- 
visory Group has seriously attempted to 
meet are worthy of the considerable re- 
vision in basic concepts which is involved 
and which may have the overall effect of 
accelerating the pattern of smaller busi- 
nesses being swallowed up by larger cor- 
porations in tax-free mergers. w 


Proposed changes in loss carryover rules 


controversial; tax men unenthusiastic 


F MUCH GREATER SIGNIFICANCE than 
QO the changes made by the Advisory 
Group in its final draft is the fact that 
the Advisory Group retained and de- 
fended its original proposals. The net 
operating loss would be 
limited if there is a 50% change in 
ownership of the loss corporation. If the 


carryover 


requisite 50%, change of ownership takes 
place, then any net operating loss carry- 
over to 50% of the 
“Section 382 Ceiling Amount,” generally 
the price paid. The change in ownership 


will be limited 


may result from either a percentage in- 
crease in stock ownership or an acquisi- 
tion of assets. In the case of an acqui- 
sition of assets, it is not material whether 
the transferor corporation or the acquir- 
ing corporation previously incurred the 
net operating loss. 

The allowable carryover will increase 
directly with the amount paid for con- 
trol so that at least double the amount 
of the net operating loss carryover of a 
given business must be paid for that 
business before a full carryover will be 
available. This result is not accidental, 
as some suggest, but rather effectuates 
the expressed Advisory Group policy of 
“relating the availability of carryovers 
to the price paid for the business or 
stock of the loss corporation so as to 
eliminate any profit from the acquisi- 
tion of loss carryovers except as an inci- 
dent to the acquisition of a substantial 
going business.” 

The complained, 
probably justifiably, that in attempting 
to arrive at a satisfactory rationale for 
the section it received little cooperation 
from those who appeared before it: 
“Whatever opposition they have to the 


Advisory Group 


Advisory Group’s proposal is based upon 


what it disallows, not upon what it 
allows.” (Advisory Group Revised Re- 


port, page 91.) Most presentations were 


by PAUL A. TESCHNER 


negative in both attitude and content, 
and few discussed the policy considera- 
tions involved. 

Four principal theories have been 
urged as the proper concept on which to 
base statutory loss carryover rules: (1) 
the entity theory; (2) the proprietary 
theory; (3) the enterprise 
theory; and (4) the tax avoidance theory. 

Under the entity theory, the allow- 
ability of carryovers would depend upon 


business 


continuity of the corporation. The pro- 
prietary theory disregards the corporate 
entity—carryovers would be allowable 
only if the “real taxpayers” (the share- 
holders) at the time of the loss continue 
to “own” the corporation. The business 
enterprise theory allows carryovers only 
if the loss is incurred by the “same busi- 
ness” without regard either to stock 
ownership or continuance of the corpo- 
rate entity and has been recently relied 
upon in cases such as Libson Shops (353 
U.S. 382, 1956) and Mill Ridge (DC Ala., 
1958). The tax avoidance theory recog- 
nizes the fact of life that “mere acquisi- 
tion of tax attributes themselves” (Re- 
vised Report, page 90) is often the only 
reason for “business” acquisitions. 


Three theories used 

The Advisory Group utilized three of 
the four theories and has almost rejected 
one. The entire theory, nonsensical by 
itself, is partially recognized in the very 
fact that Section 382 is only a limitation 
of the general rule which allows carry- 
overs after corporate acquisitions. Fur- 
thermore, the limitation begins to op- 
erate only when there has been at least 
a 50% change in ownership of the cor- 
porate stock. The proprietary theory is 
adopted in that it is a change of owner- 
ship which triggers the limitation on 
carryovers. The tax avoidance rationale 
is given its due by limiting carryovers if 
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the acquisition price discloses that tax 
attributes, rather than a going business, 
was acquired. Only the business enter- 
prise theory was rejected, the reason 
being that “ it would result in too 
narrow a rule, not in harmony with the 
general carryover scheme of the statute, 
and... it would be very difficult to draft 
and apply.” (Revised Report, p. 90). 
The apparent rejection of this theory 
by the Advisory Group is commendable 
if for no reason other than its sterility 
and discordance with economic fact. 

At this point the logical and workable 
plan developed by the Advisory Group 
was emasculated by the insertion of one 
seemingly innocuous sentence: ‘(j) If 
Section 269 applies to a transaction, this 
* Perhaps the 
Advisory Group forgot that its “Section 
382 Ceiling Amount” test necessarily 
adopts the tax avoidance theory; per- 
chance, as its comments indicate, it be- 
came frightened at its presumption in 
failing to utilize the business enterprise 
theory. The inclusion of Section 269 
as part of the 


section shall not apply.’ 


proposed regulatory 
scheme replaced lucidity and workability 


by obscurity and equivocation. 


Ceiling amount 

The only significant change made by 
the Advisory Group in its Final Revision 
of Section 382 from its first suggested 
amendment was a redefinition of “Sec- 
tion 382 Ceiling Amount.” After a 50% 
change in ownership of a loss corpora- 
tion the allowable carryover is related 
to the price paid and the limit is gen- 
erally 50% of that price, expressed spe- 
50% of the 
Section 382 Ceiling Amount. In its first 
report, the Advisory Group had de- 
fined the Section 382 Ceiling Amount as 
being the sum of (A) the consideration 


cifically in the statute as 


attributable to the stock which figures 
in a change of ownership plus (B) an 
amount in respect to the other stock of 
the corporation; in each case, valuation 
was to be determined upon a projection 
of the new consideration attributable to 
the stock resulting in the change of 
ownership. The final report of the Ad- 
visory Group accepts its first definition 
of the Ceiling Amount but then limits it 
in cases involving a change of ownership 
by reason of a redemption of part of the 
stock of a corporation. In such cases, the 
otherwise-computed Section 382 Ceiling 


Amount is to be reduced by the amounts 
(other than the redeemed stock) trans- 
ferred or distributed in the redemption. 
This reduction is of course based upon 
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logic (it would be anomalous to permit 
new owners to receive a “tax benefit” 
when the corporation furnishes the cost 
of giving control) and certainly tax- 
payers should be grateful for little logic 
in a proposed statute which the Ad- 
visory Group itself characterizes 
“functional rather than conceptual.” 

Logic again prevailed when the “Ex- 
ception for Prior Common Ownership” 
provision was removed from the “Gen- 
eral Rule” of Section 382(a) and inserted 
as paragraph 3 of Section 382(c). 

This exception excludes from the Sec- 
tion 382 limitations situations in which 
over half the stock of both acquiring and 


as 





Indebtedness considered capital; no bad 
debt deduction. Taxpayers acquired the 
franchise of the Los Angeles Dons foot- 
ball team. They organized a new corpo- 
ration in which each taxpayer-corpora- 
tion put in $10,000 for 50% of the stock 
and $100,000 on unsecured notes. Sub- 
sequently each contributed over $125,000 
as advances. The team was not success- 
ful, and, on liquidation, each taxpayer 
received only a nominal amount. The 
district court disallowed bad debt de- 
ductions on the notes and advances, and 
this court The so-called 
were for all practical purposes equity 
capital. They were in proportion to 
stockholdings and subordinated to the 
claims of other creditors. Arlington Park 
Jockey Club, CA-7, 2/2/59. 


agrees. loans 


Jury finds real estate corporation too 
thin. Taxpayer, a family corporation, 
was formed in 1935 when owners of real 
estate subject to a $100,000 first mort- 
gage transferred it to taxpayer for 
$1,000 of stock and a $173,000 five-year 
second mortgage. The jury here denies 
an interest for the second 
mortgage. It was instructed to consider 
the following factors: the 273-to-1 debt- 
to-capital ratio, the probable capital 
needs of the business, the possibility of 
refinancing the mortgage at the end 
of its five-year term, the second mort- 
gage and the stock being held by the 
same persons and in the same propor- 


deduction 
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transferor corporations is owned by the 
same persons in about the same ratio for 
the two years preceding the change-of- 
ownership transaction. Since the increase- 
in-stock-ownership provisions of Section 
382(b) apply only where there is at 
least a 50 percentage point increase in 
stock owned by any shareholder, the 
juxtaposition of the exception perhaps 
caused high school English teachers some 
anxious moments (assuming they still 
the Code language to illustrate 
something or other). But with this con- 
cept, logic expired and function re- 
asserted itself. 

If, the ‘‘Ceiling 
Amount” theory of Section 382, the pos- 
sibility of tax avoidance remains more 
than a phantom and delusion considera- 


use 


notwithstanding 


tion may validly be given to lowering 
the measure for carryovers; but inter- 
position of the uncertain and subjective 
test of Section 269 is not good. 


tion at the time of organization, the lack 
of an agreement to maintain the propor- 
tionality of the stock and second mort- 
gage interests, the failure of the IRS to 
object to the interest deduction for 1935 


to 1950, and the failure to have the 
mortgage recorded until 1947. 85 Es 


Realty Inc., DC N.Y., 12/31/58. 


Advances to corporation held to be a 
capital investment. Advances by 
payer to three controlled corporations, 


tax- 


and the payment and assumption of the 
corporate debts, are found to be in the 
nature of capital investments and are, 
therefore, not deductible as ordinary 
and necessary business expenses. Tax- 
payer had unsuccessfully contended that 
the corporations should be ignored and 
that all of business 
should be attributed to him personally. 
The court holds further that, even if the 
payments could be considered as loans 
to the corporations rather than addi- 


the transactions 


tional equity, there was no showing that 
they became worthless in the taxable 
years. Lutz, TCM 1959-32. 

Trust taxable as corporation during 
period of liquidation. Taxpayer was a 
trust certificates of 
beneficial interest. It had extensive hold- 
ings of ranch properties, livestock and 
corporate securities and concededly was 
taxable as a corporation in the years 


with transferable 


of its ordinary business operations. How- 


ever, taxpayer contended that it was 
not so taxable after the term of the trust 
had expired and it had determined to 
liquidate. Because of the nature of its 
properties, several years were required 
for an orderly liquidation. The cour 
concludes that its purpose during those 
years was still to carry on a_ business, 
although with the ultimate purpose of 
liquidation. Its status as an association 
taxable as a corporation continued dur- 
ing the liquidation period. Mullendore 
Trust Co., DC Okla., 2/11/59. 


Market value is basis for property ac. 
quired at foreclosure [Certiorari denied), 
A warehouse had been sold at a fore- 
closure sale of $350,000 to a bondholders’ 
committee which held $535,000 of the 
$550,000 in defaulted bonds issued by 
the owner. The, bondholders transferred 
the property to taxpayer in a tax-free 
exchange for $535,000 of its bonds plus 
535 shares of stock. As the bondholders 
could have bid in the property at any 
amount up to the full face value of the 
bonds plus interest, the basis of the 
warehouse for depreciation was held by 
the Tax Court to be its fair market value 
at foreclosure, which was determined at 
$450,000. computing 
taxpayer’s invested capital for its excess 
profits tax, the $450,000 value was to be 


Furthermore, in 


allocated between the bonds and stock 
issued in exchange for the property. The 
Sixth Circuit affirmed. Merchants Ware- 
house Co., cert. den., 2/24/59. 


*Accumulation by auto sales agency, in 
1951 and 1952 not unreasonable [Ac- 
quiescence]. The court found taxpayer, 
a corporation operating an auto sales 
formed 
availed of during 1951 or 1952 for the 


agency, was not nor was it 
purpose of preventing surtax on its prin- 
cipal stockholders by permitting earnings 
and profits to accumulate beyond the 
Al- 
though the corporation had accumulated 
a surplus of $378,000 as of 12/31/51, the 
court approximates an accumulation of 
$178,000 for physical expansion, $24,000 
to meet contingent liabilities, and $240, 


000 for working capital, or a total of 


reasonable need of the _ business. 


$442,000, as being within the reasonable 
needs of the business. Watkins Motor 
Co., Inc., 31 TC No. 31, acg. IRB 1959- 
10. 


No certiorari for Zipp. A father owned 
48 shares and his two sons one share 
each of the stock of a scrap-iron corpo- 
ration. In 1947, in anticipation of his 
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remarrying, the father put 23 shares in 
the names of each of his sons. Later in 
1950 he and his sons became involved in 
a serious dispute and, under a written 
contract, the corporation agreed to pay 
the father $93,700. The father agreed to 
resign and to transfer to the corpora- 
tion the two shares remaining in his 
name, not to compete for 10 years and to 
relinquish all salary claims. The Tax 
Court held the father did not make a 
gift of 46 shares to his sons in 1947 since 
they mere merely nominees whose names 
were used to suit his convenience, and 
that the sons received a constructive divi- 
dend of $93,700 in 1950 when the corp- 
oration, which had accumulated earn- 
ings in excess of that amount, paid for 
the father’s stock. The Sixth Circuit 
affirmed. Zipp, cert. den., 3/9/59. 


Cost of stock basis of assets of pur- 
chased corporation (Old Law). In 1951 
taxpayer paid $8.5 million for the stock 
of a corporation the principal asset of 
which was timber with a basis of $2.5 
million. In 1953 taxpayer merged with 
the purchased corporation. The district 
court instructed the jury that, unless tax- 
payer purchased the stock with the in- 
tent of acquiring the timber, and it re- 
tained this intent until the merger, it 
could not get the stepped-up basis of 
$8.5 million. The jury found for the gov- 
ernment. This court reverses. The un- 
disputed facts show that taxpayer had 
and continued to have intent to acquire 
stock. [Under 
the 1954 Code the assets of a corpora- 


the timber, rather th» 


tion, liquidated shortly after acquisition 
of the stock of the corporation, take as 
their basis the cost of the stock, not the 
basis in the hands of the old corporation. 
—Ed.| Georgia-Pacific Corp., CA-5, 2/27/ 
59. 


Corporate exchange in redemption of 
own stock, initiated by stockholder, was 
a partial liquidation. Taxpayer, a closely 
held corporation, agreed to give a for- 
mer employee shares of stock which it 
held as an investment for 5% of its stock 
which he owned. The employee had long 
sought to dispose of his stock to di- 
versify his own investments. The com- 
pany treated the transaction as a partial 
liquidation. The Commissioner argued 
that it was a sale, and that capital gain 
was realized. The court holds for the 
taxpayer. The fact that there was no 
genuine contraction of taxpayer’s busi- 
ness is deemed to be immaterial under 
1939 Code Section 115(i) defining a par- 
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tial liquidation. This distribution, being 
in cancellation of part of the stock, 
qualifies as a partial liquidation. Union 
Starch & Ref. Co., Inc., 31 TC No. 106. 


Loss was corporation’s, not stockholder’s. 
The lease of a building was taken in 
the name of a corporation of which tax- 
payer was sole stockholder, and the 
bank account in which sublease rentals 
were deposited was also in the corpo- 
rate Most other business trans- 
actions were carried on in the name of 
taxpayer’s proprietorship. Taxpayer 
claimed the subleasing losses on his in- 
dividual return. From the weight of the 
evidence, the court concludes that the 
corporation was 


name. 


in existence during 
these years and had not transferred its 
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property to taxpayer. The losses were 
those of the corporation, and not the 
stockholder. Jones, DC Ind., 2/3/59. 


Distribution of excess mortgage pro- 
ceeds ordinary income to stockholders. 
Taxpayer was organized to construct and 
operate an FHA-approved housing proj- 
ect. Halfway through the construction, 
the stockholders of taxpayer became 
aware that the building loan would ex- 
ceed the cost of construction and had 
the corporation distribute to them 
$38,000 of the loan proceeds before the 
corporation realized any income from 
the project. The court holds that the 
corporation was collapsible and the dis- 
tribution is taxable to the stockholders 
as ordinary income. Bass, TCM 1959-3. 


New compensation decisions this month 


*xkWidow’s $50,000 death benefit non- 
taxable under 1954 Code. Taxpayer, a 
widow, received $50,000 from a corpora- 
tion of which her husband was formerly 
president. The corporation was under no 
obligation and had no consistent policy 
of making payments. This court holds 
under the 1954 code these payments are 
a non-taxable gift. The provisions in the 
1954 Code that the first $5,000 of em- 
ployee death benefits are not taxable in- 
come merely extends to non-contractual 
death benefits the exemption that con- 
tractual death benefits had under the 
1939 code. It did not change the defini- 
tion of a gift and did not subject death 
$5,000 
[There has been much speculation and 


benefit gifts to a limitation. 
some dicta to the effect that the change 
in the Code would put a $5,000 exemp- 
tion limit on all employee death bene- 
fits. This is the first case arising under 
1954 Code.—Ed.| Reed, DC Ky., 1/16/59. 


Invitation to surrender restricted option 
not a modification. To qualify for 
favored tax treatment, a restricted stock 
option must meet certain tests as of the 
date of grant. The code provides that 
modification of an option shall be 
treated as the grant of a new option; 
thus, these tests must be met anew if an 
option is modified. In the case here 
ruled upon, the market price of optioned 
stock had fallen to a level making it 
worthless. The employer wished to grant 
new options and, to obtain stock, sug- 
gested that the holders release their op- 


tions. If such an optionee does not ac- 


cept the invitation of the corporation 





to surrender his option in the hope of 
receiving a new one at a more favorable 
price, but retains the old one with no 
change in its terms, there is, the IRS 
rules, no modification of the old option 
within the meaning of Section 421(e). 
Rev. Rul. 59-55. 


Stock option not terminated when em- 
ployee works for affiliate. An employee 
who held restricted stock. options was 
directed, in accordance with his employ- 
ment contract, to serve as officer of an 
afhliated corporation. This action is not, 
the IRS rules, a termination of his op- 
tion. The company decided that as far as 
it was concerned the employment was 
not terminated, and that consequently 
the stock options did not terminate. 
This action, too, is not a modification 
of the stock option. Rev. Rul. 59-68. 


Insurance policy transferred by pension 
trust is income to employee. Taxpayer 
and his brother were the owners of a 
corporation which had created a pen- 
sion trust for its employees. The trust 
was the owner of a policy on taxpayer's 
life (he was president of the company). 
In January, 1947, the trustee transferred 
ownership of the policy to taxpayer; he 
immediately borrowed its cash surrender 
value and lent it to the corporation. The 
Commissioner asserted that taxpayer had 
received a distribution from the trust in 
the form of the policy and was taxable 
on its value. The court agrees, saying 
that there was no evidence that taxpayer 
was acting merely as a conduit for the 
corporation. Lauinger, 31 TC No. 91. 
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Stockham, Northwestern States, end long 


fight but raises numerous business problems 


by JOSEPH A. MAUN 


There seems to be little doubt but that state taxation is going to be one of the 


most active tax fields in the coming years. Tax men who in the past have neglected 


that field as routine and presenting few interesting problems had better turn their 


attention to it. For all who need an introduction, or reintroduction, to the field, 


the recent Stockham Valves and Northwestern States Portland Cement cases, over- 


ruling so many older difficult cases, present a new viewpoint from which to review 


the trend of Supreme Court thinking and to look ahead to the problems that 


will arise as states begin to take advantage of their new powers. Mr. Maun, who 


presented the case for Northwestern States before the Supreme Court, here sum- 


marizes the long controversy that culminated in that case and outlines the practical 


problems of jurisdiction, apportionment, etc., it creates. 


> pee RECENT DECISIONS of the United 
States Supreme Court in the North- 
Western States Portland Cement Com- 
pany and the 
Fittings Company cases have focused 


Stockham Valves and 
attention on a problem that has been 
troublesome for that Court for years. As 
early as in the 1820’s the Court was 
confronted by the attempt of the State 
of Maryland to impose a $50 fee upon 
anyone importing or selling foreign dry- 
goods. In Brown, 12 Wheat 419, 6 L. Ed. 
678 (1827) the court aborted that at- 
tempt. Over the years there have been 
many decisions relating to further at- 
tempts by the states to carve out part of 
the revenue produced in interstate com- 
merce. 

Although usually the states have been 
thwarted in their attempts to directly 
burden interstate commerce, many types 
of taxes have been upheld, although 
obviously they burden interstate com- 
merce. 

The rule always has been that income 
produced by a business engaged in both 
intrastate and interstate activities may 
be subjected to an income tax even 
though the entitre income, including 
that produced from interstate commerce, 


may be used as a measure of income 
upon which the tax has been imposed.! 

Even before the recent decisions in 
States and Stockham 
Valves, the language in the United States 
Glue Company and Beeler cases led some 
to believe that a general income tax 
upon income produced from _ business 
engaged exclusively in interstate com- 
merce with no intrastate activities would 
be held valid.2 However, when Spector 
Motor Inc. was decided, the 
Supreme Court seemed to clarify its posi- 
tion relative to the language used in the 
Beeler case by making the following ob- 
servation: 

“The decision in Beeler, 315 U.S. 649, 
62 S. Ct. 857, 86 L. Ed. 1090, upheld a 
Tennessee tax on earnings of the tax- 
payer within that state where the earn- 
ings were derived from the intrastate dis- 
tribution of gas by the taxpayer in a 
joint enterprise with the Memphis Power 
& Light Company. Any suggestion in that 
opinion as to the possible validity of 
such a tax if applied to earnings derived 
wholly from interstate commerce is not 


Northwestern 


Service, 


essential to the decision in the case.” 
The crucial question just recently de- 


cided (Northwestern States Portland 


Cement Company and Stockham Valves) 
was whether a general tax measured 
solely by income produced exclusively 
from interstate commerce is valid. Both 
the Minnesota and Georgia courts had 
held there were no local or intrastate 
activities. 


Due process requirements 

The validity of a tax measured by in- 
come produced exclusively in interstate 
commerce may be tested under two sec- 
tions of the Constitution. Those are the 
due process clause and the commerce 
clause. 

Due process as applied to state taxes 
may have a three-fold impact. First, pro- 
cedural due process contemplates the 
granting of judicial review at some point 
in the assessment procedure; it requires 
that some minimum notice of the assess- 
ment be given. Secondly, substantive 
due process requires that there be legis- 
lative jurisdiction over the subject mat- 
ter and generally restricts a state’s taxing 
authority to matters within its territorial 
limits. And thirdly, assuming that the 
first two aspects of due process are satis- 
fied, the problem may arise as to whether 
the apportionment formula 
cludes extraterritorial values. 

The factors essential to satisfy due 


used _in- 


process insofar as in personam jurisdic- 
tion is concerned were decided in Jnter- 
national Shoe~-Company.? In Interna- 
tional Shoe it was determined that there 
need be only certain minimum con- 
tracts with the foreign corporation so 
that traditional notions of fair play and 
substantial justice are not offended. The 
states have endeavored to assert jurisdic- 
tion to tax merely because of the fact of 
solicitation. Seemingly the Court, until 
the present decisions, had firmly ad- 
hered to the rule, although with con- 
stant dissents, that mere solicitation of 
orders, together with such acts as are 
in furtherance thereof, did not provide 
the local incidence of operation which 
enables a state to tax a foreign corpo- 
ration which, in all other respects, stays 
at home. This fundamental proposition 
was first pronounced by the Court more 
than 100 years ago in Robbins 120 US. 
489, 7 S. Ct. 592 (1887).4 Most of the 
cases which have come before the Court 
involved the attempts of the state of the 
buyer to impose a license tax or a fee 
upon the very act of solicitation itself.’ 

Even as late as 1954 in Miller Bros. 
Co. supra, the Court struck down, under 
the due process clause, a Maryland ex- 
cise tax on the use, storage or consump- 
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tion of articles of commerce insofar as 
Maryland attempted to impose the re- 
sponsibility of collection upon a Dela- 
ware corporation which merely sent its 
messages into Maryland by radio and 
by newspaper advertising. There the 
Court pointed out that although its de- 
cisions were not always clear as to the 
reason for the invalidity of such a tax, 
due process always required that there 
be some definite link or minimum con- 
nection between the state and the per- 
son or -property or transaction sought to 
be taxed. 


Interstate Commerce 

Where the taxpayer is engaged in 
some intrastate activity, obviously such 
activity in and of itself may be used as a 
springboard upon which to base a non- 
discriminatory allocated net income tax 
even if all the revenue is produced ex- 
clusively in interstate commerce. If, for 
instance, a taxpayer has a plant in a 
state, there is no problem with jurisdic- 
tional due process. That was the situa- 
tion in which the levy under Wisconsin 
income tax law was upheld in the case 
of United States Glue Company, supra. 
There the Wisconsin 
domicilary and had its factories in Wis- 
consin. It did a large intrastate business. 


taxpayer was a 


The question there was not one of due 
process. It was whether the statute was 
in violation of the commerce clause.® 
Jurisdictional due process wa snot in- 
volved for there were local events or 
incidents which were properly the sub- 
ject of the tax. Such cases are no differ- 
ent from those in which the Court has 
upheld ad valorem property taxes, even 


though the property taxed was used 


solely in interstate commerce. There, 
however, intrastate activities exist. 

The issue now finally resolved by the 
Court in the most recent two cases is 
whether a state may impose a tax meas- 
ured by the income of foreign corpora- 
tions not qualified to do business within 


See United States Glue Company v. Town of 
Oak Creek, 247 U.S. 321, 38 S. Ct. 499 (1918); 
International Harvester Co. v. Evatt, 329 U.S. 
416, 67 S. Ct. 444 (1947); Interstate Oil Pipe 
Line Co. v. Stone, 337 U.S. 662, 69 S. Ct. 1264 
(1949); Memphis Natural Gas Co. v. Beeler, 315 
U.S. 649, 62 S. Ct. 857 (1942). 

*See Indirect Encroachment on Federal Author- 
ity by the Taxing Powers of the States, by Pro- 
fessor Thomas Reed Poweil, 32 Harvard Law Re- 
view, 634; Gross Receipts Taxes on Interstate 
Transportation and Communication, by Professor 
William A. Lockhart, 57 Harvard Law Review, 
40, 83-89. 

*326 U.S. 310, 66 S. Ct. 154 (1945). See also 
McGee v. International Insurance Co., 355 U.S. 
220, 78 S. Ct. 199 (1957). 

‘In the present case, Justice Clark, for the ma- 
jority, did observe that a state “‘cannot impose 
taxes upon persons passing through the state, 
or coming into it merely for a temporary pur- 
pose, such as itinerant drummers. 

°See Norton v. Department of Revenue of the 


the taxing state and engaged exclusively 
in interstate commerce. Northwestern 
States Portland Cement Company, the 
taxpayer in one of these cases was an 
Iowa corporation not qualified to do 
business in although it 
shipped 48% of its product to Minne- 
sota customers. It had an 


Minnesota, 


office in 
Minneapolis out of which two salesmen 
and a secretary worked. In addition, it 
had two salesmen working out of their 
homes in other parts of the state. These 
salesmen took some orders but mostly 
did promotional work. All orders taken 
were subject to acceptance or rejection 
at the home office in Iowa. The salesmen 
had no authority to make adjustments, 
make collections or anything of that 
kind. Minnesota, under a section of its 
income tax laws, imposes a levy denomi- 


‘ 


nated an “annual tax”” measured by in- 
come produced exclusively in interstate 
commerce. The tax was levied for the 
1933 1948. Minnesota 
waited more than 20 years after its enact- 
ment before attempting to impose this 


years through 


tax. The Minnesota Supreme Court, by 
a divided court, upheld the tax. 
No intra-state activity 

The Stockham 
Valves and Fittings, Inc., a corporation 


other case involved 
organized under the laws of Delaware, 
offices and _ its 
Alabama. It 


maintained warehouses in a number of 


having administrative 


manufacturing plant in 


states but not in Georgia. It had one 


salesman who worked part-time in 


Georgia. It shipped approximately 1% 
of its product to the State of Georgia. 
All orders from Georgia customers were 
accepted or rejected at the home office 
in Alabama. Neither Northwestern nor 
Stockham maintained a stock of mer- 
chandise in the buying state. The Su- 
preme Court of Georgia held invalid a 
tax imposed by the State of Georgia 
measured by the income so produced. 
These two cases directly presented the 


State of Illinois, 340 U.S. 534, 537, 71 S. Ct. 377 
(1951); Miller Bros. Co. v. State of Maryland, 
347 U.S. 340, 74 S. Ct. 535 (1954); Alpha Port- 
land Cement Company v. Massachusetts, 266 U.S. 
203, 45 S. Ct. 477 (1925); State of Wisconsin et 
al v. J. C. Penney Co., 311 U.S 435, 61 S. Ct. 
246 (1940). 

® Other cases along the same line are Interna- 
tional Harvester Co. v. Evatt, 329 U.S. 416, 67 
S. Ct. 444 (1947); Ford Motor Co. v. Beauchamp, 
308 U.S. 331, 60 S. Ct. 273 (1939); Butler Bros. 
v. McColgan, 315 U.S. 501, 62 S. Ct. 701 (1942). 
™The fact that solicitation, one of the minute 
factors that constitutes commerce among the 
states could have been the only basis upon which 
the tax was sustained, although the Court does 
not so state, is borne out by the affirmance of 
Brown-Foreman Distillers Corp. on February 24, 
1959, wherein the Court observed: “The extent 
of the activity of the taxpayer within the state 
is of no importance in determining whether the 
levy is a burden on interstate commerce.” In that 
case the taxpayer had no local office in the state. 
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problem of whether a state can impose 
a tax upon a foreign corporation meas- 
ured by income produced exclusively 
from It will be 
noted that in both of these cases there 
were findings that no intrastate inci- 
dents or activities existed. The problems 
presented by these cases insofar as the 


interstate commerce. 


due process clause is concerned went to 
the question of whether the state had 
jurisdiction over the subject matter of 
the tax. 

In Shaffer v. Carter, 252 U.S. 37, 40 S. 
Ct., 221, (1920), the right of the State of 
Oklahoma to impose an income tax 
upon the Oklahoma business of a non- 
resident was upheld. In doing so, the 
Court reaffirmed the doctrine first pro- 
nounced by Mr. Justice Brewer in Mich- 
igan Central Railroad Co., 201 U.S. 245, 
26 S. Ct. 459, that the only possible sub- 
jects of any tax are persons, property 
and business. Mr. Justice Brewer and 
the full court there determined that the 
power of taxation is necessarily limited 
to such of those subjects as are within 
the jurisdiction of the taxing state. The 
Oklahoma tax was upheld because the 
business was there (oil). It formed the 
subject matter of the tax, and the state 
had jurisdiction over it. 

Under the same theory, the Court up- 
help a tax levied upon rental income 
received from real estate by a New York 
resident even though the ‘real estate was 
located in another state. New York ex 
rel Cohn, 300 U.S. 308, 57 S. Ct. 466, 81 
L. Ed. 666 (1937). There the subject 
matter of the tax was the privilege of 
residence or domicile within the State 
of New York. It was not upon the real 
estate itself located wihout the state. 
Earlier in Lawrence, 286 U.S. 276, 52 S. 
Ct. 556, 76 L. Ed. 1102 (1932) it was 
held that Mississippi could impose an 
income tax upon all the earnings of a 
resident wherever earned. There again 
the subject matter of the tax was resi- 
dence, but the tax was measured by in- 
come. The tax itself was not upon in- 
come, however, as the subject matter. 
Under the doctrine of the Lawrence case, 
Iowa, the domiciliary state of North- 
western and Delaware, the domiciliary 
state of Stockham, may tax 100% of the 
income of the respective companies. Ob- 
viously if Minnesota and Georgia can 
so tax, then these corporations solely be- 
cause they are engaged in interstate com- 
merce, may be subjected to greater in- 
come taxes than companies doing the 
same amount of business but restricting 
their activities to one state or intrastate 
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interstate 
may be discriminated against. 

Mr. Justice Clark, for the majority 
in Northwestern and Stockham, indicates 
that apportionment formulas are de- 
signed to prevent this result, for he ob- 
serves: “Logically it is impossible, when 
the tax is fairly apportioned, to have 
the same income taxed twice.”’ Neverthe- 
less in view of the Lawrence case and the 


commerce. Thus commerce 


decisions of the Court in Northwestern 
and Stockham, the same income can and 
will be taxed twice. One need not be 
a prophet to discern that a corporation 
that can stay at home and sell all of its 
merchandise in its home state will have 
a great advantage over a company that 
does an interstate business. This proba- 
bility did not disturb the Court, for Mr. 
Justice Clark in speaking for it observed: 
“In practical operation, however, appor- 
tionment formulas being what they are, 
the possibility of the contrary [the same 
income being taxed twice] is not fore- 
closed, especially by levies in domiciliary 
states.” It would appear that now for 
the first time the Court has given its 
blessing to the states’ imposing greater 
burdens on income produced from inter- 
state commerce than that produced only 


from intrastate commerce. 


Subject matter of tax 


Reduced to its simplest form, a tax has 
three elements: (1) a subject matter; (2) 
a measure; and (3) a rate. In the Shaffer 
case, the subject matter was said to con- 
sist of three items, persons, property and 
business. The legislative jurisdictional 
requirement of due process applies only 
to the subject matter of the tax. Where 
the subject matter is clearly defined, the 
application of due process from a sub- 
Stantive point of view is not difficult. 
However, modern day taxes have become 
so refined that often it is most difficult 
to differentiate between the subject mat- 
ter of the tax and the measure which the 
tax employs. Where this difficulty arises, 
sight has often been lost of the basic 
distinction between these two elements 
of the tax. In such cases the courts here 
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may have departed from the track of 
reason to discuss the equitable character 
of the tax’s measure, thus neglecting the 
real question which is whether or not the 
subject matter of the tax is within the 
state’s grasp. 

Exemplifying this phase of the matter 
is a comparison of the ad valorem real 
property tax which is levied on the real 
estate as a subject and is measured by 
the real estate’s value, on the one hand, 
with the real property tax which is 
levied on a utility’s real estate as the 
subject but which uses the utility's gross 
earnings as a measure. This latter type 
of property tax is the so-called “in lieu” 
tax but it is nonetheless a tax on the 
same subject matter as the more easily 
understood real property tax imposed on 
the ordinary home. 

In income tax situations it would seem 
impossible to regard income as being 
a subject rather than merely a measure 
of the tax. The reason for this is that 
income in and of itself is merely an 
abstraction which is arrived at by pre- 
described mathematical means. It is 
an artificial norm which provides a use- 
ful measure but which by reason of its 
abstract character cannot logically pro- 
vide a foundation or subject for a tax. 

Most state income taxes are applied to 
resident individuals or 
corporations and are, therefore, well 
grounded from a substantive due process 
point of view. This has caused the Court 
now to assume that so long as the in- 


domesticated 


come tax law is fairly apportioned, it 
can be applied with respect to any in- 
come at which the state directs the tax, 
even though there is not a proper sub- 
ject matter upon which to sustain the 
levy. 

It is for these reasons that the judicial 
reference to “local activities” until now 
had such paramount significance in the 
income tax cases. The search for a local 
activity represented a proper avenue of 
inquiry since it was a search for the 
prime essential of the tax, namely, a 
subject matter within the territorial juris- 
diction of the state. 

Mr. Justice Clark argues that because 
of the benefits derived from the state 
of the buyer by interstate commerce, 
that commerce must pay its fair cost 
of that state’s government. However, the 
right to carry on interstate commerce is 
a right guaranteed by the Federal Con- 
stitution, not a benefit granted by any 
State. 

It has been suggested that each ac- 
tivity in interstate commerce is a tax- 


able event, and that taxes multiply only 
in the sense that each state taxes that 
which occurs within its own borders, 
The argument then is advanced that a 
tax by more than one state is not upon 
the same activity and is, therefore, valid, 
Solicitation of customers is the basis 
upon which Minnesota and Georgia 
bottomed taxes, Al- 
though the Court does not so say in 
either Northwestern or Stockham, the 
thinking of the Court must have been 
that solicitation constituted a sufficient 
basis to afford jurisdiction to tax, for 
the only activities within the states were 
those of solicitation. The danger of 
that theory is, of course, that if one state 
is free to exact a tax because of solicita- 
tion, then all other states where any 
such commerce touches may, with equal 
right, lay a taxon that commerce based 
on the particular activity within that 
state which may contribute to this com- 
merce. In case of many businesses, inter- 
state broken down 
into activities in each of the 49 states, 
in all of which there would be a taxable 
event. If solicitation of sales is such a 
separate activity, it would seem to fol- 
low that the sending out of agents to 
make purchases of raw materials would 
be just as much a separate activity. To 


their respective 


commerce may be 


many commercial concerns, advantageous 
purchases of raw materials is as import- 
ant, or even more important, than the 
sale itself. 


Soliciting as subject of tax 


If such solicitation standing alone may 
consitute the subject upon which a tax 
upon be im- 
posed, then there would seem to be no 


interstate commerce may 
limit beyond which state taxation may 
expand. Solicitation today is not re- 
stricted to the old style door-to-door 
canvassing, or to the use of solicitors go- 
ing from one business to another as was 
done here. It may take a more intangible 
form. Thus it may be done exclusively 
through national magazine advertising 
such as in the case of the Book-of-the- 
Month Club; or perhaps by catalog, as 
in the case of the mail order house; or 
perhaps by long distance telephone, or 
radio, the range of which extends for 
thousands of miles. Today the most 
modern method of solicitation is through 
the use of national television programs 
originating in Hollywood and reaching 
into ‘every living room. Will it be urged 
that a state may impose such a tax be- 
cause the taxpayer sent its selling mes- 


sage through the use of _ television 
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beamed from without the state? In each 
case, pure solicitation is involved and 
nothing more. If soliciation is to become 
the jurisdictional basis for income taxa- 
tion, then obviously no state is precluded 
from taxing all companies selling on a 
national basis whose product reaches the 
buying state even though no representa- 
tives of the company may ever step foot 
therein.* 

One of the great difficulties presented 
by the decision in these cases is that in- 
come as defined by income tax laws is 
far different from that arrived at in 
an audit report. For instance, at the 
Federal level the tax is imposed before 
the deduction for Federal income taxes 
paid, In Minnesota the net income to 
which Minnesota subjects its tax is after 
the deduction for Federal income taxes 
paid (Minnesota Statutes 290.09). Wis- 
consin permits a partial deduction for 
(Sec. 71.04(3)(a) 
Wisconsin Statutes). Obviously there is 
no one consistent definition of income. 


Federal income taxes 


Earnings as defined by tax laws are a 
great deal different from earnings as de- 
termined by accountants. The so-called 
net income upon which a tax is levied 
does not necessarily constitute an in- 
crease in net worth by that many dollars. 
In these days of rapid obsolescence of 
machinery and equipment, it can easily 
happen that there can be a large net 
income as defined by tax laws, yet an 
actual decrease in net worth. 

A misconception seems to have grown 
up that an income tax upon income 
interstate 
commerce business constitutes a large 


produced from exclusively 
portion of the income subject to tax by 
some of the states. That this is a fallacy 
is demonstrated by a study made by 
Dr. Paul Studenski and Dr. Gerald J. 
Glasser and filed as a supplemental brief 
in Stockham Valves. This article’ demon- 
strates that the attempt of the states to 
tax revenue produced by foreign corpo- 
rations in interstate commerce is a de- 
velopment that has arisen only since 
World War II. This is clearly apparent 
in the where the 
Statute was enacted in 1933 and it was 
1953 that an action 
brought to enforce the tax, 20 years 


Minnesota situation 


not until was 
after it was adopted. As the foregoing 
study demonstrates, income taxes are 
not a great proportion of the total tax- 
able revenues produced in any one 
state. Obviously the amount produced 
from 


exclusively interstate commerce 


would be only a small fraction of the 


total income taxes received by any one 


state. Further, as the study demonstrates, 
enormous problems will confront busi- 
ness as a result of these Supreme Court 


‘decisions. Record keeping would be very 


burdensome. A survey of several large 
accounting firms demonstrates «that the 
cost of preparation of the returns would 
be more than the tax due on the returns. 
Now that the states can impose sucha 
tax, obviously any city having a muni- 
cipal income tax law could likewise do 
so. The problem of allocating an income 
tax, for instance, among New York City, 
Brooklyn and Jersey City would be one 
to test the imagination of any account- 
ant.9 


Effect of decisions 

The far reaching effect of this deci- 
sion will not be limited to the large 
corporation. It is equally applicable to 
an individual and to a small corpora- 
tion. As Mr. Justice Frankfurther ob- 
served in dissenting: ‘I think that inter- 
state commerce will not be merely ar- 
gumentatively but actively burdened for 
two reasons: 

“First: It will not, 1 believe, be gain- 
said that there are thousands of rela- 
tively small or moderate size corpora- 
tions doing exclusively interstate busi- 
ness spread over several states. To sub- 
ject these corporations to a separate 
income tax in each of these states means 
that they will have to keep books, make 
returns, store records, and engage legal 
counsel, all to meet the divers and 
variegated tax laws of forty-nine states, 
with their different times for filing re- 
turns, different tax structures, different 
modes for determining ‘net income,’ and, 
different, often conflicting, formulas of 
apportionment. This will involve large 
increases in bookkeeping, accounting, 
and legal paraphernalia to meet these 
new demands. The cost of such a far- 
flung scheme for complying with the tax- 
ing requirements of the different states 
may well exceed the burden of the taxes 
themselves, especially in the case of small 
companies doing a small volume of busi- 
ness in several states. 

“Second. The extensive litigation in 
this Court which has challenged formulas 
of apportionment in the case of railroads 
and express companies—challenges ad- 
dressed to the natural temptation of the 
than their fair 
revenue—will be 


states to absorb more 
share of interstate 
multiplied many times when such for- 
mulas are applied to the infinitely larger 
number of other businesses which are en- 


gaged in exclusively interstate commerce. 
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The division in this Court on these rail- 
road apportionment cases is a good 
index of what might reasonably be ex- 
pected when cases involving the more 
numerous non-transportation industries 
come before the Court.” 

Although Mr. Justice Clark for the 
majority concedes that in this field of 
taxation there is a “need for clearing up 
the tangled underbrush of past cases,”10 
the Court bottoms its judgment on the 
assertion that decisions of the Court as 
early as 19181! pointed the way in favor 
of such taxation and any thought of in- 
validity was “entirely 
1946.12 

This cavalier view was not adopted by 
Justices Whitaker, Frank- 
furter and Potter. Justice Whitaker care- 
fully analyzed each decision relied upon 
by the Court and declared that each and 
every one of them held just “to the 
contrary” of what the Court said they 
held. Justice Frankfurter held to the 
same view, for he said: “For me, the re- 
sult of today’s decisions is to break new 
ground. I say this because, among all of 
the hundreds of cases dealing with the 


dispelled” in 


dissenting 


power of the States to tax commerce, 
there is not a single decision adjudicat- 
ing the precise situation now before us.” 

The Supreme Court of the United 
States, prior to these recent decisions, 
had long been aware of the fact that 
State courts are prone to construe tax 
legislation in such a manner as to impose 
owned outside 
the taxing state but doing an exclusively 
interstate business. Chief Justice Stone 
commented on this problem in Berwind- 
White Coal Mining Co., (1940) 309 U.S. 
~ ee 
recognized danger that, to the extent 
that the burden 


burdens on_ industries 


33, 45 for there he stated: 


falls on economic in- 
terests without the state, it is not likely 
to be alleviated by those political re- 
straints which are normally exerted on 


5 This article was published in the Harvard Busi- 
ness Review in the November, 1958 issue. 

® The Court’s recent rejection (March 2, 1959) 
of the right of the City of Tallahassee to impose 
an occupational tax upon solicitation in inter- 
state commerce would not seem to be contrary 
to this view. 

10 Quoting from Wisconsin v. J. C. Penney & 
Co., 311 U.S. 435, 445 (1940). 

11 Peck & Co. v. Lewis, 247 U.S. 165 (1918). 

12 West Publishing Co. v. McColgan, 328 U.S. 
823, 66 S. Ct. 1378 (1946). 

18 Minnesota Interstate Trade, Edwin H. Lewis; 
University of Minnesota Studies in Economics & 
Business, The University of Minnesota Press. 
November 16, 1953. 

“4 1.C.C. Carload Waybill Analysis, Table I, Ap- 
pendix, Minnesota Interstate Trade by Professor 
Edwin Lewis. 

5 International Shoe Co. v. State of Washington, 
326 U.S. 310, 66 S. Ct. 154 (1945). 

16 Prudential Insurance Co. v. Benjamin, 328 U.S. 


408, 66 S. Ct. 1142 (1946) 15 U.S.C. Section 
1012. 

17 Title 21 U.S.C. 25. 

18 Title 49 U.S.C. 60. 

18 Title 15 U.S.C. 1. 

20 Title 15 U.S.C. 77. 


284 » 


The Journal of Taxation 


legislation where it affects adversely in- 
terests within the state.” 

The decision in Northwestern will in- 
statutes. Two states, 
Idaho and Utah, have in this short time 
adopted just such statutes. Thus it can be 
expected that the entire area to which 
Minnesota manufacturers ship will im- 
pose similar taxes. This will be more 
burdensome on agricultural states, for 
much of their product is processed 
locally and shipped to the large con- 
sumer states. Under the rule promul- 
gated by these latest decisions it will be 
wise to move the processing plants to 
the consuming state in order to prevent 
both states from imposing a tax on the 


vite retaliatory 


processing profit. This is especially true 
of a state such as Minnesota, for as Pro- 
fessor Lewis points out in his recent 
comprehensive study: “There is a steady 
flow of trade across the borders of the 
State of Minnesota which approximates 
135 million tons annually. Three-fourths 
of this traffic is out-bound aad one-fourth 
is in-bound.”’!% 

According to the same study, 97,209,- 
000 tons of interstate trade originated 
in Minnesota in 1950 and only 35,306,- 
000 tons terminated there. 
shipments by rail alone in the same year 
42,435,600 originated here for 
points outside and only 18,028,000 tons 
terminated in this state.14 


In carload 


tons 
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Certainly the decisions extend the 
power of the States to tax income pro- 
duced from interstate commerce. Un- 
doubtedly every state having an income 
tax law now will carefully review its 
laws so as to extend their scope. They 
will not limit their inquiry merely to 
commerce touching the state as the re- 
sult of solicitation. Other factors can and 
will be taken into account. Individuals 
and corporations engaged in interstate 
commerce will need to review their op- 
erations. The solution to the problem 
might come from a uniform act adopted 
by Congress. Justice Frankfurter made 
such a suggestion in his dissent, pointing 
out that Australia has resolved the prob- 
lem by a national arrangement whereby 
taxes are collected by the Common- 
wealth from these revenues ap- 
propriate allocations are made annually 
to the states. 

Congress has been able to do this in 
fields other than taxation. Such legisla- 
tion has been found feasible in the fields 
of unemployment compensation, state 
regulation of insurance business,1® and 
in the exclusion of oleomargarine!? and 
prison-made goods!8 from Federal regu- 
lations. The Miller-Tydings Act!® per- 
mits fair trade price agreement as an ex- 
ception to the Sherman Acct in states hav- 
ing fair trade laws; other acts allow con- 


and 


current state regulation of securities.2° 


New legislation, much litigation foreseen 


as business studies Stockham decision 


I* OUR DISCUSSIONS WITH tax men about 
the the 

Court’s Valves 
Northwestern 


implications of 
Stockham 

States 

have been hearing plenty of questions, 


Supreme 
and 
we 


recent 
Cement cases, 


theories and speculations. It is probably 
much too soon to expect to be able to 
come up with any answers. Though state 
legislators and state tax departments 
were quizzed almost immediately by the 
reporters and all exhibited the expected 
interest in the possibilities of increased 
revenue, we have seen as yet no official 
action. Businessmen, though, are con- 
cerned about the possibility of vigorous 
enforcement, perhaps retroactively, by 
states whose statutes seem to come within 
the newly widened scope of taxation of 
interstate commerce. 

Floyd E. Britton, Chicago attorney 
long interested in these problems (he is 
a member of the Committee on State 


and Local Taxation of the Taxation Sec- 
tion of the ABA) says that, “The effect 
of these decisions is being felt even now 
not only in burdening interstate com- 
merce but actually intending to prevent 
it. I have in mind a small business just 
beginning to expand its market to in- 
clude research laboratories beyond the 
boundaries of its home state of Illinois. 
It hopes eventually to sell research 
equipment throughout the Mississippi 
Valley. So far it is a two-man-and-office- 
girl operation. In order to make a decent 
profit it must expand its market beyond 
the borders of Illinois. It must include 
Minnesota. It ought to maintain a sales- 
man in Minnesota and ultimately per- 
haps a sales office. It should not do so 
in the light of these tax decisions until 
it has accumulated sufficient capital to 
maintain an accounting and tax depart- 
ment capable of making returns and it 


cannot accumulate such capital without 
shipping to foreign states. I have in 
mind another small business which sells 
a useful product to hospitals throughout 
the country. The sales in many states are 
not in sufficient volume to warrant the 
expense of keeping the necessary records 
and making the necessary returns to 
those states. This company could not 
possibly have established its business 
state. The 
principle of the Stockham Valve case 
would have prevented this business from 
being established. There are no doubt 
thousands of businesses similarly situ- 
ated. Many of them are engaged and 
will be able to engage in interstate com- 
merce only because of the inability of 
States to catch up with them and en- 
force their unjust tax laws. 

“Relief fromthe trend which has re- 
sulted in the recent decisions can prob- 
ably be attained only through Congres. 
sional action defining the terms and con- 
ditions on which apportionment of in- 


without salesmen in each 


come and other taxable value may be 
made among states. And in that con- 
nection it seems to me that all current 
thought will have to be reviewed and 
materially revised in order to eliminate 
the real source of the trouble, the allo- 
cation of sales to state of destination and 
the allocation of payroll to state of per- 
formance of work by salesmen working 
outside taxpayer’s place of 
Ideally the sales factor should be elim- 
inated entirely as having no _ possible 
bearing on the place where profit is 


business. 


earned and is taxable. But who in this 
day and age could expect that rule to be 
adopted? The payroll 
probably be revised to allocate payroll to 
place of business of the taxpayer at 
which the work is performed or from 


factor should 


which the work is immediately super- 
vised and controlled. And a mere office 
in a state at which wares are exhibited 
and solicitations made should not be a 
place of business for income tax pur- 
poses any more than it is a place of busi- 
ness within the meaning of foreign cor- 
poration laws. 

“Certainly Congressional action in re- 
spect to allocation of income formulas 
should be so molded as to prevent states 
from imposing what in practical effect is 
an import duty. 

“Incidentally, “Mr. Britton concludes, 
“it is probably just as important that 
Congress take some action with respect 
to the growing demands by states having 
use taxes that non-resident suppliers not 
doing business in the state—even those 
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having no property in the state—with- 
hold and pay over to the state any use 
taxes to which the goods may possibly 
become subject if, as, and when they 
enter the state and are used and not 
resold by the purchaser. This is just as 
great an impediment to interstate ship- 
ments by a small growing concern as the 
imposition of an income tax from the 
profits earned outside the state but taxed 
by the state under an apportionment 
formula having the effect of taxing extra- 
territorial value in violation of the 14th 
Amendment.” 

Some tax men are pessimistic about 
the chances of reasonable Congressional 
action. Jess N. Rosenberg, who as Gen- 
eral Counsel of the Western Highway 
Institute is concerned with state taxation 
of interstate transportation, points out, 
“A number of editorial writers have sug- 
gested that the situation created by the 
recent decisions calls for Congressional 
action. Those 
course must recognize the current eco- 
nomic situation and the great pressure 
for increased revenues on state govern- 


who advocate such a 


ments. The Supreme Court's decisions 
have opened an avenue for further ex- 
tension of state taxing powers to inter- 
state businesses. Even if Congress could 
be persuaded to act, it would be ex- 
tremely unlikely that the hands of the 
clock would be turned back. Senators 
and Congressmen represent states. They 
can hardly be expected to revive old ex- 
emptions. Under the circumstances, the 
most that could be hoped for is that they 
might establish adequate rules which 
would effectively prevent duplicating tax 
burdens on interstate businesses. 

“In the income tax field, for example, 
unitary businesses will inevitably be ex- 
posed to a duplicating tax burden until 
such time as all states use the same base 
for determining taxability. Obviously, 
from the Court’s recent language and 
limitations of its 
functions, we can be sure that it cannot 


from the inherent 


evolve uniform tax base formulae. If 
the states, in concert with each other, 
or the Congress under its constitutional 
power, do not arrive at uniformity, inter- 
state businesses will be subjected to ser- 
ious discrimination by the 
nated exercise of state taxing powers. 


uncoordi- 


“Although the Court has been able to 


formulate appropriate apportionment 
criteria through a series of decisions in 
the property tax field, it is obvious that 
establishment of criteria in the 


various income and excise tax fields by 


such 


judicial rule is beyond its capabilities or 


contemplation. It remains for interstate 
taxpayers to consider whether their prob- 
lems in this field must continue to be 
entrusted to the vicissitudes of litigation 
or whether their interests, and perhaps 
the interests of the states, require legis- 
lative consideration. 

“In the meantime, however, it will be 
well for all concerned to recognize the 
basic elements of the problem insofar as 
state and Federal governments and in- 
terstate businesses are concerned. It can 
hardly be doubted that a pragmatic ap- 
proach is advisable in dealing with 
pragmatism.” 

Many taxpayers are complaining to 
Congress that the new rules permitted by 
the Supreme Court decisions will put 
their 
nesses. As a result, the Senate Small Busi- 


an intolerable burden on busi- 
ness Committee last week held hearings 
in Washington on the subject. Addi- 
tional hearings are expected to be held 
in various parts of the country in the 
coming weeks. 

The Committee reports that it has 
had especially heavy volume of com- 
plaints from merchandising companies, 





Lease arrangement held sale. A com- 


pany which leased car washing ma- 
chines and gave lessees an option to 
purchase the machines is subject to 
sales tax. The court held that the ar- 
rangement was in fact a sale at retail. 
The court also ruled that use of the 
machines by dealers prior to delivery 
of the automobiles to purchasers did 
not make the machines exempt under a 
statutory provision excluding from tax 
machinery used in industrial processing. 
The court said that washing the cars 
“retail rather 
than “industrial processing.” Ace Dis- 
tributing Company, Circuit Court of 
Michigan, 9/9/58. 


constituted processing” 


Michigan tax on national bank not dis- 
criminatory. The taxpayer, a national 
bank, contended that in subjecting it to 
the Michigan tax on the income from in- 
tangibles, the state violated Section 5219 
of the Federal code which specifies the 
alternative methods a state may employ 
in taxing national banks. The section, in 
permitting the taxation of bank shares, 
provides that the tax shall not be at a 
greater rate “than is assessed upon other 
moneyed capital in the hands of indi- 
such state coming 


vidual citizens of 
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such as wholesalers in the dry goods and 
grocery fields, who distribute products 
in several states. 

While some talk is being heard of a 
Constitutional amendment to eliminate 
the new burden, no serious consideration 
seems to be accorded the idea in official 
circles. It may be supposed that one pur- 
pose of the hearings will be to focus 
attention on the difficulties many tax- 
payers will have under the new rules, 
and to emphasize the need for some kind 
of uniformity of allocation formulas. * 


IBM computer preaudits 
New York state returns 


THe New York STATE tax department 
has installed an IBM computer to scan 
income tax returns. Under this proce- 
dure the machine will review 11 differ- 
ent items to see how they check with 
standards which have been previously 
fed into the memory of the machine. It 
is expected that the process of selecting 
returns for detailed audit will be im- 
proved substantially by means of this 
preliminary audit. ¥ 





into competition with the business of 
national banks.” The violation occurred, 
according to the taxpayer, because the 
effect of Michigan law was to impose a 
rate of tax against the shares of national 
banks which was several times greater 
than that levied against the shares of 
savings and loan and building and loan 
associations. The bank asserted that the 
associations were, by their nature, its 
competitors. The court, after a compre- 
hensive examination of the development 
of statutory law and judicial interpreta- 
tion relating to the taxation of banks and 
savings institutions, ruled in favor of the 
state. Among its conclusions were the 
following: (1) The courts, since 1887, 
have held that, on the 
ground of public policy, the state may 
exempt mutual savings banks and other 
like institutions provided such exemp- 
tion does not involve an unfriendly dis- 
crimination against national banks. (2) 
Building and loan associations through- 
out their history have been similar in 


consistently 





[The reports here on significant new 
state tax decisions are provided through 
the cooperation of the Federation of 
Tax Administrators. They are adapted 
from Tax Administrators News.] 
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*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











character to mutual savings banks. (3) 
Congress in the Home Owners Loan Act 
of 1933 recognized and approved a sep- 
arate classification of savings/building 
and loan associations and the propriety 
of different tax treatments of banks and 
such associations. In effect, Congress said 
that money invested in such associations 
is not moneyed capital in competition 
with the business of national banks, the 
court held. Michigan National Bank, Ct. 
Cls., Mich., 1/-/59. 


Property tax on full value of interstate 
aircraft invalid. Property taxes 
assessed on the full value of taxpayer's 
airplanes although they were used prin- 


were 


cipally in flights across the Pacific and 
were, therefore, physically present in 
California for only part of the taxing 
period. The court said that the United 
States Supreme Court decision in North- 
west Airlines v. Minnesota, which had 
held that the state in which an air carrier 
had its home port could tax the entire 
value of a fleet of planes even though 
the planes had been subjected to tax in 
other states, had been modified by sub- 
sequent rulings of the high Court. 
The court cited the following United 
States Supreme Court rulings: Ott v. 
Mississippi Barge Line, in which it held 
that Louisiana could tax vessels operat- 
ing up and down the Mississippi river 
only on a portion of their value; Stand- 
ard Oil v. Peck, another case involving 
it held that the rule 
which permits taxation by.two or more 


vessels, in which 
states On an apportionment basis pre- 
cludes taxation of all the property by 
the state of domicile, and Braniff Air- 
ways v. Nebraska Board of Equalization, 
in which the Court applied to aircraft 
flying in interstate commerce the rule 
previously laid down in the Standard 
Oil case. On the basis of these United 
States Supreme Court cases, a majority 
of the court held that the taxpayer was 
entitled to assessment on an apportion- 
ment basis since the record showed that 
it was receiving benefits and protection 
state. The court 
further held that, in order to be taxed 
on an apportioned basis, the taxpayer 
did not have to show that other states 
had actually imposed a tax on such prop- 


in more than one 
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erty. Three justices dissented, taking 
the position that the state was barred 
from taxing the planes only to the 
extent that they were taxable elsewhere. 
The dissenting opinion said that it 
could not be assumed that the aircraft 
had acquired a taxable situs elsewhere 
merely because they were absent from 
the state a large part of the time. Flying 
Tiger Line, Sp. Ct., Calif., 12/16/58. 


Sales tax due on photo film. Taxpayer, 
a photographic supply company, asserted 
that sales of film to photographers were 
not sales at retail since the photo- 
graphers developed a negative from the 
film, title to which was transferred to 
customers. In ruling the transactions as 
sales at retail, the court said that the 
film lost its identity when developed into 
a negative and thus was used completely 
by its purchaser, the photographer. 
Western Photo & Supply Co., Sp. Ct., 
Ill., 11/26/58. 


Records unreliable; sales tax assessment 
upheld. After taxpayer, a retail liquor 
store, failed to make his books and 
records accessible to the state auditor, a 
deficiency assessment plus penalties was 
made based on the estimated value of 
the taxpayer’s inventories. The taxpayer 
contested the assessment by submitting 
ledger sheets showing non-taxable re- 
ceipts. The court found inconsistencies 
in the ledger sheets which it held were 
so improbable as to make the evidence 
unacceptable. Since the taxpayer had 
never produced inventories, purchase 
records, or sales records to overcome the 
assessment, the court ruled that the tax 
as assessed must be presumed to be legal. 
Fillichio d/b/a Austin Liquor Marts, 
Sp. Ct., IIL, 11/26/58. 


Income tax based on arm’s length price 
to affiliate. During the period 1948 to 
1951, taxpayer, a Wisconsin paper mill, 
transferred newsprint to an affiliated 
out-of-state newspaper at a price below 
the cost of production. The Wisconsin 
Department of Taxation imposed an ad- 
ditional income tax assessment arrived 
at by calculating the transfer price of an 
arm’s length transaction, i.e., the cost 
of manufacturing plus a stipulated profit 
of 8%. The court, however, rules that, 
in assigning a price based on cost plus 
an 8% profit, the department was in 
error since a free and open market did 
not exist during the period in question. 
It remanded the case for a recomputa- 
tion of the additional assessment on a 


cost-of-production basis. Kansas City Star 
Co., Cir. Ct. Wisc., 10/29/58. 


Sales tax on autos sold for out-of-state 
use upheld. Under the Michigan sales 
tax statute, sales of tangible personal 
property for subsequent lease are not 
taxable if the rentals will be taxable 
under the Michigan use tax act. The tax- 
payer in this case sold and delivered in 
Michigan 154 automobiles to a car-leas- 
ing company which leased the vehicles 
to a Florida corporation engaged in the 
business of renting automobiles to cus- 
tomers in that state. He sued for refund 
of the 3% sales tax on the ground that 
the tax resulted in a 
interstate since, if 
rented in Michigan, the cars would not 
be subject to sales tax. The trial court 
sustained the claim, but the Supreme 
Court reverses the judgment. The Mich- 
igan legislature has a reasonable latitude 
in formulating state tax policy and, 
recognizing the complementary nature 
of the sales and use taxes, adopted the 
present method of taxing vehicles sold 
for rental in the state as one means of 
insuring that the same property was 
not taxed twice. Nothing indicates an 
intended discrimination against inter- 
state commerce, nor did the taxpayer 
establish the discriminatory character 
of the tax. Don McCullagh, Sp. Ct. 
Mich., 12/2/58. 


discrimination 


against commerce 


Night club charges are for food and 
drink and are taxable. Taxpayer, a night 
club owner, in computing the sales tax 
owed deducted from gross receipts the 
portions which it said were paid for en- 
tertainment. It contended that it was in 
the business of selling both entertain- 
ment and food and drink, and that a 
part of the charge to the customers was 
in fact for entertainment. Since receipts 
taxable 
under the Illinois law, it argued that an 
apportionment should be made exclud- 
ing entertainment from the measure of 
the tax. Although the taxpayer did not 


from entertainment are not 


separate charges for entertainment from 
other charges in billing customers, it 
asserted that its prices for food and 
drink were than 
charges by competitors not offering en- 
tertainment. In denying the taxpayer's 
claim for a deduction, the court held 
that charges were for food and drink 
only, since customers paid for the food 
and drink ordered irrespective of the 
length of time they stayed. Miller d/b/a 
Silver Palm, Sp. Ct., Ill., 11/26/58. 


necessarily higher 
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Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





IRS will give June examination for 


special enrollment to practice 


HE INTERNAL REVENUE SERVICE has 
jsp (IR-282) a two-day written 
test for special enrollment to practice 
before the Service. The 
will be held June 24 and 25 in the 
offices of the District Directors. 

Lawyers and Certified Public Account- 
ants are admitted to practice without 
examination and a particular kind of 
special enrollment is available for for- 
mer employees of the IRS. For many 
years the Treasury has granted special 
enrollment to persons passing its exam- 
ination, but the test the Treasury used 
was the problem section of the Uniform 
Certified Public Accountants examina- 
tion. Last fall, the Treasury announced 
that it was ending that procedure and 
would set its own examination. 

Persons wishing to take the examina- 


examinations 


tion must file an application on Form 23 
with the IRS Director of Practice, Wash- 
ington 25, D. C., on or before May 1, 
1959. The application must be accom- 
panied with an examination fee of $25 
which is not refundable. 

On the application form, the applicant 
will note the office at which he prefers 
to take the examination. Applicants will 
be notified by mail, on or before June 1, 
whether they will be permitted to take 
the examination. An investigation will 
be made to establish the truth of the 
statements made in the application. The 
character of the applicant will also be 
investigated and a report will be made 
to the Director of Practice. The agency 
to make the investigation was not identi- 
fied in the Treasury announcements. 


Who may take examination 


Admission to this examination will be 
denied unless the applicant has had 
either four years of college and holds a 
degree (A.B., B.S., B.B.A., or other bac- 
calaureate of a higher degree) or has 
had at least four years of accounting or 
other technical experience of a type 
satisfactory to the Director of Practice. 


The Treasury announcement called 
attention to the fact that Circular 230 
itself (Sections 10.3 and 10.4) imposes 
qualifications for enrollment which can- 
didates for this examination must meet. 
These are general character require- 
ments, and the necessity that the appli- 
cant be in public practice. 

The announcement requires that a 
candidate offering experience rather 
than college education as his qualifica- 
eo. eds am 
accountant engaged in rendering serv- 


tion must show that 


ices of an accounting nature to the 
public on substantially a full time basis 
and that he has been so engaged for .. . 
the last four consecutive years, or (ii) 
that he is an accountant employed by a 
principal so engaged and has been so 
employed on substantially a full time 
basis for . the last four consecutive 
years, or (ili) that he is a person 

who has had the equivalent (on sub- 
stantially a full time basis) of at least 
four years of other technical experience 
of a type or types satisfactory to the 
Director of Practice.” 

If the applicant has not been in public 
practice, as principal or employee, for 
the last four years and applies under iii, 
then the type of experience that will 
be acceptable, the announcement says, 
“includes but is not limited to exper- 
(a) as a Federal or State bank 
examiner (b) as an 


ience: 
. employee 
of the Internal Revenue Service engaged 
in applying, interpreting, or enforcing 
the internal revenue laws (not other- 
wise eligible for special enrollment . . .) 
(c) as a state tax examiner or agent; 
(d) as a cost or general accountant or 
an internal auditor . . . or (e) office man- 
ager who supervises accountants, audi- 
tors, or bookkeepers on a full time basis; 
(f) as a cashier, internal auditor, or ac- 
countant of a financial institution, i.e., a 
bank, trust company, savings and loan 
association; (g) as a self-employed person 
whose principal occupation was doing 
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accounting work which required the 
knowledge of application of generally ac- 
cepted commercial accounting principles, 
theory or practice, or as an accountant 
employed by an accounting firm. 

“Any education above high school 
level may be substituted for experience 
on the basis of one school year of resi- 
dent study for nine months of exper- 
ience. One school year of study is con- 
sidered to cover 30 semester hours of 45 
quarter hours. Thus, a person with two 
years of higher education will be con- 
sidered as having 18 months of qualify- 
ing experience.” 


Examination subjects 


The examination on June 24, from 9 
to 12 in the morning and 1:30 to 5 in 
the afternoon, will cover: “Income taxa- 
tion for individuals partnerships, corpo- 
rations, trusts and estates. These sections 
of the test will cover basic problems in 
the recognition and computation of tax- 
able income and deductible expense. 
Practical problems of income computa- 
tions will be included, some of which 
will require the applicant to actually 
prepare income tax returns.” 

The examination on the morning of 
9 to 12, will be on tax ac- 
counting. It will cover, “the practical 
aspects of accounting theory. All parts 
of this examination will have direct ap- 
plication to income tax and no single 


June 25, 


question of the section will be above 
the intermediate level of college account- 
ing. There will be no problems on the 
subject of cost accounting.” 

The afternoon examination, June 25, 
will last for only two hours: 1:30 to 3:30. 
It will deal with administration, pro- 
cedure and ethics. This section will re- 
quire a knowledge of filing requirements 
on taxable entities for income, estate, 
gift and payroll taxes. It will be neces- 
sary for the applicant to understand 
various procedural alternatives (includ- 
ing protest procedure) available to tax- 
payers within the Internal Revenue 
Service. The candidate should know the 
means by which a taxpayer may have 
access to various trial courts and the 
examination will require a knowledge 
of administration and judicial precedent. 
The statute of limitations, under vari- 


ous circumstances, will be covered. 


There will be at least one question on 
the ethical principles set out in Treas- 
ury Department Circular No. 230. 
“The questions will consist of multiple 
choice, essay type, true-false and practical 
problems in the above subjects.” a 


288 +* The Journal of Taxation 


May 1959 


TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


EDITED BY JOSEPH TRACHTMAN & J. A. 





MANNING 


How to time estate distributions to shift taxes, 


avoid attribution complications 


by ZOLMAN CAVITCH 


Because the executor can control the time of distributions from the estate, he has 


a power, in effect, to spread taxable income among the estate and the beneficiaries 


and to shift it from one taxable year to another. And, by a wise use of partial 


and final distributions, he can avoid attribution rules if stock held by the estate 


in a family corporation is to be redeemed. Mr. Cavitch condenses the involved 


language of the Code into working rules that the executor can follow in determin- 


ing taxability of income received by the estate, depending on when and to whom 


distributions are made. He shows how difficulties surrounding stock redemptions 


can be solved by a properly timed estate distribution. 


—o. DESCENDING into the ultra- 
technicalities of “distributable net 
income” and related terms,! we can 
summarize the important concepts in- 
volved in the income taxation of estates 
and their beneficiaries into a few gen- 
eral principles. A dollar of income re- 
ceived by an estate is taxed either to the 
estate as a separate taxpayer or to the 
beneficiaries. This is accomplished 
through a relatively complicated set of 
treat the 
estate as being shifted to the benefici- 


laws which income of the 


aries under certain sets of circum- 
stances.* 

This income shifting is accomplished 
in a number of ways. First, if income is 
required to be distributed under the 
terms of the will, the person entitled to 
it will be taxed, and the estate will not 
be taxed, irrespective of whether or not 
it is actually distributed. Second, certain 
actual distributions by the estate will 
shift the income for tax purposes to the 
recipient and relieve the estate of in- 
come taxation to that extent.4 This shift 
of income to the recipient, however, can 
amount the distribut- 
able net income of the estate for the 


particular year of the estate in which the 


never exceed in 


distribution is made.5 In brief, so far as 


non-mandatory distributions are con- 


cerned, when an income-shifting distri- 
bution is actually made by an estate, the 
recipient will be taxed in an amount 
equal to the smaller of the amount of the 
distribution or the amount of the estate’s 
income for the year in which the distri- 
bution is made.® 

Finally, the classification of which 
types of distributions to estate bene- 
ficiaries will shift the income and which 
will not is rather complicated and _par- 
ticularly difficult to understand since 
common sense is not a reliable guide in 
this area at all. Thus, distributions of 
what everyone except the tax collector 
would consider principal might never- 
theless be treated in effect as an income 
distribution for tax purposes. Generally 
speaking, the following classifications of 
income-shifting and non-shifting  dis- 
tributions are usually valid: 

1. The satisfaction by an executor of 
a specific legacy or of a bequest of a 
specific sum of money does not gen- 
erally shift income to the distributee.7 

2. The partial or complete distribu- 
tion out of a residuary bequest or the 
partial or complete satisfaction of an 
intestate taker’s interest does, however, 
ordinarily shift to the extent of the 
distribution the estate’s income for that 
year to the distributee. For example, a 


distribution out of the residue of the 
family car, an asset which can be dis. 
tinctly identified as a corpus asset from 
an estate accounting standpoint, will 
nevertheless shift income to the dis 
tributee to the extent of the value of 
the car.8 

3. The receipt by an heir of real 
estate or by a widow of the widow's 
year’s allowance, does not, however, 
ordinarily shift income from the estate 
to the recipient.® 

How may an executor make use of 
these rules to the advantage of the estate 
and consider 
first the flexibility that is available in 
partial distributions out of an estate. 


its beneficiaries? Let us 


Partial distributions 


Suppose that under the will of a 
wealthy decedegt part of the residue is 
left to his wife under a formula marital 
deduction bequest and the rest of the 
residue goes to a trust for her. The wife 
has substantial income in her own right 
and it would, therefore, be advantageous 
income taxwise to have the estate’s in- 
come taxed to it as a separate taxpayer 
and not taxed to the wife on top of her 
other substantial The _ wife 
needs or desires, however, a substantial 
distribution which, if made, would be 
in partial satisfaction of the marital be- 
quest. How wife’s desires be 
satisfied? One_of two ways might be 
The might be 
made very shortly after the decedent's 
death, before the estate has realized a 
substantial The 
estate might then select a fiscal year 
ending on the month-end foliowing the 
distribution. By thus cutting the first 
fiscal year to a very short period, a 
period 


income. 


can the 


available. distribution 


amount of income. 


small 
amount of income has been realized by 


during which only a 
the estate, the amount of income which 
would be shifted to the widow would 
be limited to the estate’s distributable 


net income for that short period. 


Anticipate administrative expenses 


A second method that might be avail- 
able, either separately or in conjunction 
with the first method, might be for the 
estate to anticipate a portion of its ad- 
ministrative 
sufficient to 


expenses in an amount 
offset the of the 
estate for the particular fiscal year, there- 
by decreasing or eliminating the amount 
of distributable net income which can 
be shifted to the distributee. For ex- 
ample, suppose our decedent died on 
June 1. A distribution of $50,000 out of 


income 
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the residue is made to the widow on 
August 15. It is anticipated that the 
estate will have $5,000 of income in the 
three months’ period beginning on June 
| and ending on August 31. By cutting 
off the estate’s first fiscal year on August 
31, the amount of income that will be 
shifted to the widow will be $5,000. If, 
in addition, the estate pays, prior to 
August 31, $5,000 of executor’s commis- 
sions or attorney's fee, and elects to de- 
duct that expense on its income tax re- 
turn rather than on its estate tax re- 
turn,1® the estate’s distributable net in- 
come will be cut to zero and there will 
be no income whatever shifted to the 
widow. 

There are, of course, countless varia- 
tions in which these opportunities for 
advantagecus timing will be presented. 
One obvious variation might appear 
where the residuary beneficiary of the 
estate has little or no income in his 
own right. In this situation, partial dis- 
tributions out of the residue in each 
fiscal year in which the estate is open 
can accomplish an advantageous income 
splitting with a resulting lower over-all 
tax rate. 

The point to bear in mind is that the 
income tax rules in this area provide 
a high degree of flexibility. There is a 
that 
flexibility wisely in making partial dis- 


valuable premium on_ utilizing 


tributions. 


The estate as taxpayer 


Another area in which timing is im- 


portant is perhaps more universally 


acknowledged. Since an estate is a 
separate taxpayer to the extent of the 
income deemed retained by it and since 
the beneficiaries of the estate will or- 
dinarily be in income tax 
brackets than the estate, it is usually 
advantageous to keep the estate open for 
as long as possible. 


higher 


Quite obviously, there are limitations. 
If the beneficiaries actually need the 
assets, then there may be little flexibility 
in this respect. Also, there are tax limita- 
tions, inasmuch as the tax collector is 
just as aware of the possible tax benefits 
by prolonging the administration of an 
estate as are taxpayers generally. The 
Regulations provide that an estate will 
be considered terminated and, therefore, 
1See IRC Section 643. 

* IRC Sections 661-663. 

* IRC Sections 661(a) (1) and 662(a) (1). 

* IRC Sections 661(a) (2) and 662(a) (2). 

5 IRC Sections 661(a) and 662(a). 

*Certain actual distributions made by a trust, as 
distinguished from an estate, can result in the 


inclusion in income by the recipients of an 
amount in excess of the trust income for the 


the income will be considered as belong- 
ing to the beneficiaries after the expira- 
tion of a reasonable period for the 
performance by the executor of all of 
his duties.11 Accordingly, the administra- 
tion cannot be unduly prolonged. Need- 
less to say, however, it is difficult for the 
Commisioner to draw the line of reason- 
ableness on the basis of a few months, 
more or less, as distinguished from a 
few years more or less. 


Final distributions 


A third important area in which 
there are opportunities for flexible tax 
planning is in the precise timing of the 
closing out of the estate, as distinguished 
from the general principle just discussed 
that the later the better. Bearing in 
mind that an estate is a separate tax- 
payer to the extent that its income is not 
deemed distributed in a particular year, 
but that a distribution out of the resi- 
due will normally shift the estate’s in- 
come for that year to the extent of the 
distribution, the general lesson should 
quickly be drawn that it is usually ad- 
vantageous to make final distribution, 
not toward the end of an estate’s fiscal 
year, but rather shortly after the _ be- 
ginning of the estate’s next fiscal year. 

For example, suppose that an estate 
is on a calendar year. The executor has 
the choice of making final distribution 
in the latter part of 1959 or in January 
of 1960. If he makes distribution at the 
end of 1959, all of the estate’s income 
for 1959 will probably be shifted to the 
distributee, who will generally be in a 
higher tax bracket. If he waits until 
January of 1960, the estate’s income for 
1959 will be taxed to the estate, presum- 
ably at lower brackets, and the net re- 
maining after will, in 
effect, be a non-taxable corpus distribu- 
tion in 1960. In short, if possible, it is 
usually beneficial taxwise to wait out 
the end of the current tax year before 
making final distribution. 


income taxes 


There is another important reason 
why it is usually advantageous to close 
out an estate in the early months of its 
fiscal year. Section 642(h) of the Code 
provides, among other things, that de- 
ductions of an estate or trust in its last 
taxable year which are in excess of 
income for that last year shall be allowed 


year in which the distribution is made, this by 
reason of the so-called “five-year throwback rule.” 
The five-year throwback rule, however, is not 
applicable to estates. 

7 IRC Section 663(a) (1). 

8 Regs. 1.663(a)-1(b). 

® Regs. 1.661(a)-2(e). 

10 IRC Section 642(g). 

1 Regs. 1.641(b)-3(a). 
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as deductions to the beneficiaries suc- 
ceeding to the property. Bearing in 
mind once again the usual situation of 
the beneficiaries’ being in higher income 
tax brackets than is the estate, it is 
usually advantageous to carry over to 
the beneficiaries as much of the estate’s 
deductions as possible. The carryover 
will, of course, be maximized if the 
expenses of administration, such as the 
executor’s commissions and the attor- 
ney’s fee, are paid in the short period 
following the close of an estate’s full 
taxable year and the closing out of the 
estate in the month or two following 
that year end. Since ordinarily the 
amount of income realized by an estate 
in that short one-or-two-month period 
will be relatively small, the excess de- 
ductions will be relatively large and 
the tax advantages to the beneficiaries 
correspondingly greater. 


General rules for distribution 


In brief, the statutory rules provide 
a wide range of discretion to the execu- 
tor; the intelligent exercise of that dis- 
cretion can mean very significant tax 
savings which might otherwise be easily 
lost. Specificially: 

1. If it is desired to make a partial 
distribution to a _ beneficiary shortly 
after a decedent’s death, intelligent in- 
come tax planning can minimize the 
extent of the income shift to the higher 
bracket distributee by the selection of a 
short period for the first fiscal year and 
perhaps the payment of a portion of 
the administration expenses in that short 
period. 

2. It is generally advantageous tax- 
wise to keep the administration of an 
estate open for as long a reasonable 
period as is possible. 

3. Postponing the final distribution 
from an estate to the first month of the 
succeeding fiscal year can avoid shifting 
a whole year’s income to the distributee; 
in addition, by bunching up on the pay- 
ment of administration expenses in that 
short final period the amount of the 
expense carryover to the higher bracket 
distributee can be increased. 


Timing stock redemptions 

If a decedent’s estate consists in part 
of a stock interest in a closely held cor- 
poration, it will often be necessary or 
desirable that the interest be redeemed 


by the corporation. Sometimes that re- 
demption will be required under the 
terms of a stock redemption agreement 
entered into by the decedent prior to his 
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death. Even without such an agreement, 
it will often be desirable to redeem a 
decedent’s stock interest and get cash 
out of the corporation and into the 
hands of the family at, it is hoped, no 
tax cost whatever. 

In any event, whatever the reason 
prompting the decision to redeem, the 
tax objective is to have that redemption 
treated as a sale or exchange of the 
stock. Since the basis for the stock will 
be stepped up to the fair market value 
upon the decedent’s death,!2 and since 
that fair market value will generally be 
equal to the redemption proceeds, a sale 
or exchange treatment will result in no 
tax whatever to the family. Generally 
speaking, that sale or exchange treat- 
ment will obtain if the redemption com- 
pletely terminates the owner's interest 
in the corporation!3—in our present 
discussion, the estate’s interest—or, in 
the alternative, if the owner’s voting 
interest and his ownership of common 
stock, whether voting or non-voting, 
are cut back to less than 80% of what 
they were before the redemption and 
the owner after the redemption owns 
less than 50% of the voting power of 
the corporation.14 

On 


danger, if 


the other hand, and this is the 


there is not a complete 
termination or a 20%-or-more cutback, 
the redemption may not be treated as 
a sale or exchange at all, but rather as 
an ordinary dividend distribution to the 
recipient, with no offset for basis of the 
stock redeemed and with the full pro- 
ceeds taxed at ordinary income tax 
rates.15 

The application of those simple rules 
is made immeasurably more difficult, 
however, by the presence of the attribu- 
tion of ownership rules, exceedingly 
turn black into 


white, and, unless great care is utilized, 


complex rules which 
may turn a tax shelter into a tax trap. 


Conside: this example. Suppose that 


a father and son each owns one-half of 
the stock of a corporation. The father 
dies, survived by his wife, his son and a 
daughter. His will leaves one-half of his 
residuary estate to his widow and the 
balance in equal shares to the son and 
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daughter. The corporation is flush and 
it would be extremely advantageous to 
draw as much cash out of the corpora- 
tion as possible without paying tax on 
such withdrawal. 


Redemption to pay taxes 


One of the first possibilities which 
should be explored is Section 303 of the 
Code, whereby under certain circum- 
stances cash can be bailed out of a corpo- 
ration to the extent of the death taxes 
and administration expenses of the 
estate. To the extent that Section 303 
is available, the redemption can be made 
without any concern for the treacherous 
attribution rules; those rules simply are 
not relevant to a Section 303 redemp- 
tion. Accordingly, to the extent avail- 
able, the use of a Section 303 redemp- 
tion should virtually never be by-passed. 
We that Section 303 was 
available in our hypothetical situation, 
but only a small part of the desired bail- 
effected under that sec- 
tion. Our big question is whether the 
balance of the father’s stock can be re- 
deemed by the corporation. 


may assume 


out could be 


Estate-beneficiary attribution 


One of the attribution rules of Section 
318, and the one which is relevant to the 
present is the estate-bene- 
ficiary rule. Section 318(a)(2) provides 
that stock owned by an estate shall be 
considered as being owned propor- 
tionately by its beneficiaries and that 
stock owned by a beneficiary shall be 
considered as being owned by the estate. 
In our example, that rule means that the 
estate’s stock will be considered owned 


discussion, 


one-half by the widow and one-quarter 
each by the son and daughter, that being 
the proportion of their interest in the 
importantly, that 
means that the son’s entire one-half in- 
terest in the corporation will be con- 
sidered owned by the estate. That being 
true, the 
owning all of the stock before the re- 


estate. More rule 


estate will be considered as 
demption and a redemption of simply 
the stock actually owned by the estate 
will still leave the estate with the con- 
structive ownership of all of the remain- 
ing stock, that is, the stock actually 
owned by the son. Since, therefore, the 
redemption not terminate the 
estate’s interest or indeed even reduce 


will 


12 IRC Section 1014 ( 
18 IRC Section 302(b 
14 IRC Section 302(b 
15 IRC Section 302(d 
16 Rev. Rul. 58-111. 
17 Regs. 1.318-3/a). 
18 Regs. 1.318-3(a). 


a 


) 
) 
) 


). 
(3) 
(2) 


its proportionate ownership, the redemp- 
tion of stock over and above the amount 
redeemed under Section 303 will almost 
certainly result in ordinary dividend 
treatment to the estate to the extent of 
the corporation’s current and accumu. 
lated earnings and profits. 

Until this year, the cautious adviser 
might have advised the family not to 
effect any redemption over and above 
the amount permitted under Section 
303, at least not until the estate was com- 
pletely distributed and closed out. Once 
the estate was closed, so that the estate- 
beneficiary rules could possibly 
operate, a favorable redemption might 
be effected if the somewhat more liber- 


not 


ally applied family attribution rules 
could then be avoided. The closing of 
the estate quickly, however, runs counter 
to the general desirability taxwise of 
keeping an estate open for as long as is 
reasonably possible. 


Using a partial distribution 


Fortunately, a 1958 Revenue Ruling!é 
has eliminated this need for a complete 
distribution of the estate, thereby in- 
creasing greatly the available flexibility 
in estate administration. That Revenue 
Ruling provides in effect that, even if 
the only distribution made by the estate 
is a distribution in discharge of the 
beneficial interest of but one of the 
beneficiaries, that erstwhile beneficiary is 
no longer a beneficiary of the estate for 
purposes of applying the estate-bene- 
ficiary attribution rule, so that the shares 
owned by him will not be attributed to 
the estate. 
the 
son 
the 
the 
corporate stock. The son will no longer 


the 


That means in our example that 
executor might distribute to the 
interest in 


his entire one-quarter 


estate, selecting assets other than 
be a_ beneficiary of estate, even 
though the estate is still open, and ac- 
cordingly the corporation could redeem 
the estate’s shares without fear that the 
attributed to the 
estate. There will be a complete termi- 


son’s shares will be 
nation of the estate’s interest and the 
redemption will, therefore, be a sale or 
exchange and the gain, if any, will be 
capital gain. 

Incidentally, in order to make certain 
that after-discovered assets of the estate 
or a recomputation of the value of the 
estate will not give rise to a further 
beneficial interest in the son, it will 
ordinarily be wise, in a situation such as 
this, to have the beneficiary—the son in 
our case—and the estate execute mutual 
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releases of their respective rights, if 
any.1? 

The flexibility which the 1958 Ruling 
and the Treasury Regulations!8 provide 
in the estate-beneficiary attribution rules 
means that in many instances an un- 
thinking or poorly timed redemption, 
which would result in dividend treat- 
ment to the estate, can be converted into 
a non-taxable sale or exchange by proper 
care and timing. 

One word of warning, however. A 
timely .partial distribution from the 
estate can give relief from the estate- 
beneficiary attribution rules, but it does 
not give relief from other attribution 
problems. Thus, if in our situation, the 
son and the daughter were equal part- 
ners in a partnership, the son’s stock 
would be attributed to the partnership 
and from the partnership, proportion- 
ately to its partners—that is, 50% to 
The daughter’s stock 
which she owns by attribution would 


the daughter. 


then be re-attributed to the estate, she 
being still the beneficiary, and the re- 
demption from the estate might not 
qualify as a sufficiently disproportionate 
redemption. 

The point is not that a partial dis- 
tribution from an estate is a panacea for 
all situations; simple and_ universal 
remedies are rarely found in the tax 
field. Rather, the point is that, in many 
situations which are bound to come up 
in the administration of an estate, the 
well-timed partial distribution of an 
estate can give relief from one of the at- 
tribution rules and thereby in many 
instances prevent the disastrous impact 
of a large dividend distribution to the 
estate. 


Donee must pay gift tax— 
is gift excludible? 


DoNoRS WHO WOULD like to make gifts 
conditioned on reimbursement of the 
gift tax involved and be sure they will 
qualify under the $3,000 annual gift tax 
exclusion might do well to study a new 
Tax Court (Briggs, Docket No. 
73242). The issue as to whether such 
gifts are present interests is further com- 
plicated in this case by the fact that the 


case 


donees were four minors; taxpayer made 
the gifts to their guardian. It was 2x- 
pressly provided that the gift tax re- 
imbursement should be made from the 
donated property, and in no event from 
the income of the donated property. 
Further, the guardian was authorized by 
the terms of the gift to use or expend 


any part or all of the donated property 
or the income from it for the support, 
maintenance and education of the minor 
donees. 

It would appear that the Commis- 
sioner’s position is predicated on the 
theory that the obligation to reimburse 
is the equivalent of a reservation of in- 
come by the donor, since such a con- 
dition will in essence compel the in- 
come to be devoted to meeting the 
donor’s obligation. This would make the 
donee’s interests future interests. How- 
ever, the terms of the gift expressly ex- 
cluded the income and called 
imbursement from the principal. 

In Briggs, no trust was involved and 
the cases in point on the still unresolved 
problem of the exact meaning of a 
“present interest’ all deal with trusts. 
The Commissioner is basing his claiin 
on Rev. Rul. 57-564 and 54-516, which 
constitute an extension of the Supreme 
Court decision in Douglas v. Willarts 
(296 U.S. 1 (1936)), where it was held 
that the grantor of a trust is taxable on 
that portion of the trust income which 


for re- 


is used to discharge his legal obligation. 
In Staley, 136 F.2d 268 (1943), the Fifth 
Circuit upheld this position. The donor 
in that case conveyed corporate stock in 
trust for the benefit of his children on 
condition that the trust pay over an 
amount equal to the gift taxes incurred. 
Apparently because the grantor knew, 
by reason of owning 80% of the corpo- 
ration the stock of which was placed in 
trust, that the would receive 
enough dividend income in the next 
five months to pay off the debt; the court 


trust 


characterized the transaction as a gift 
of the entire corpus and all of the in- 
come except an amount necessary to 
pay the gift taxes. The court refused 


to consider the transaction on only a 





Widow’s right to invade trust principal, 
destined for charity, destroys deduction. 
Decedent’s will established a $1,500,000 
trust fund which would ultimately go to 
charity. However his wife was to receive 
$50,000 a year out of corpus. The Com- 
missioner disallowed any deduction for 
charitable contribution on the ground 
that there was a contingency that the 
entire principal would be consumed by 
these payments and none would go to 
charity. The court agrees. The widow 
death and the 
chance of her surviving for 30 years was 


was 50 at decedent’s 


New estate tax & gift tax decisions 
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partial sale and gift of the balance. 

The Commissioner accordingly, in 
Rev. Rul. 54-516, ruled that, if any of 
the income from the trust established 
by the grantor for his children was used 
for the support of either child “during 
the period that the grantor is legally 
obligated to support such beneficiaries,” 
that income would be taxable to him 
under the 1939 Code. The ruling also 
stated that, “if the grantor remains liable 
in any Capacity other than as trustee for 
the mortgage on the real estate trans- 
ferred to the trust, any income of the 
trust which is used to pay principal or 
interest on such mortgage will be tax- 
able to him.” 

In Rev. Rul. 57-564, taxpayer trans- 
ferred stock to a trust for the benefit uf 
his nephew, on condition that the trust 
was to with the stock as se- 
curity, enough money to pay the gift 
tax. The ruling holds that the institu- 
tional loan is to be satisfied from the 
income of the trust and, therefore, since 
the income of the trust is used to satisfy 
the grantor’s gift tax liability, such trust 
income is taxable to the grantor. 

It should be stressed that the income 
tax situations in all the cases on which 
the IRS is basing its argument in Briggs 
related to property placed in trust. In 
Briggs no trust existed; the property 


borrow, 


was given to the duly appointed guard- 
ian. It should not make one scintilla of 
difference for gift tax purposes whether 
cash of $50,000 is given to a guardian, 
of whether property worth $100,000 sub- 
ject to a $50,000 mortgage is given. Simi- 
larly, no distinction should be made if 
property worth $100,000 is given subject 
to the donee’s payment of the donor’s 
$50,000 liability. In all of the fore- 
going illustrations, the property given is 


a present interest. 


not so remote as to be negligible. Mof- 
fett, 31 TC No. 57. 


Spouse’s 
marital 


power of invasion limited; 
deduction denied. Decedent's 
will provided that his residuary estate 
be placed in trust for his wife for life, 
remainder to his children. The widow 
was empowered to demand any of the 


corpus of the trust “for her maintenance, 
comfort and support.” The marital de- 
duction is denied on the ground that 
the widow’s power of invasion is limited 
to a fixed standard capable of measure- 
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ment; she does not have an unlimited 
power to appoint the corpus free of 
trust. Noble Est., 31 TC No. 86. 


Property under pre-1942 -unexercised 
power not in estate. The will of dece- 
dent’s husband, executed in May, 1941, 
devised the residue of his estate in trust 
for a period of 20 years after his death, 
at which time, not before, the 
corpus and accumulated income was to 
be distributed to his widow, the decedent 
here, if then living, and to his eight 
children in designated proportions. ‘Two 
of such eight children had been born of 
a prior marriage. Decedent, should she 


and 


not survive, was given the power to ap- 
point by will the portion of the estate 
to which she would have been entitled 
had she lived, ‘to her children and their 
heirs and to such other beneficiaries as 
she may deem best.” Decedent did not 
survive the 20-year period, dying in 1953. 
By her will she appointed her share to 
her living children. The Commissioner 
contended that this appointment was 
the exercise of a general power and that 
the value of the property so appointed 
was includible in her gross estate. This 
court disagrees. The decedent was not 
possessed of a general power of appoint- 
ment, since reference to “other bene- 
ficiaries” in the context of the will con- 
strued as a whole, could refer only to 
the two children of the decedent by his 
former wife. There was no evidence 
that the husband intended to give dece- 
dent a power to appoint to herself, her 
creditors, her estate, or the creditors of 
her estate. In any event, two separable 
powers were created. One, the power to 
appoint to her children, was clearly a 
special power, the exercise of which gave 
rise to no tax liability. The other, the 
power to appoint to “other benefici- 
aries,” even if construed as a general 
power, was one created prior to October 
21, 1942, and, since it was not exercised, 
did not result in inclusion. Norris Est., 
DC, Okla., 1/30/59. 


No deduction for conditional bequest 
to church. Decedent’s will provided for 
a trust of the residue to pay life annui- 
ties to his two children, the trust to con- 
tinue thereafter as a fund to assist the 
purchase or building of church proper- 
ties for the Pentecostal Holiness Church 
in Maryland. A proviso was attached to 
the effect that the trust was to furnish 
no more than 25% of the cost of such 
properties, the remaining 75% to be pro- 


vided by the church. A 


particular 
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charitable deduction for the value of the 
remainder interest is denied the 
ground that the possibility that the bene- 
ficiary would not take is not “so remote 
as to be negligible.” There is no assur- 
ance that a sufficient number of 
churches of the denomination specified 
would be established to exhaust the trust 
corpus (the Maryland membership was 
126 in 1952) or, being established, would 
have, or would be willing to borrow, 
sufficient funds to make up their share 
of the cost. The possibility of the disposi- 
tion’s invalidity by reason of a violation 
of the rule against perpetuities was also 
pointed out. Polster Estate, 31 TC No. 
85. 


on 


new 


70% of round-amount tax settlement 
applied to issue retroactively changed 
by 1949 Act. Decedent died in 1944. 
During his lifetime, he had made numer- 
ous transfers, both outright and in trust. 
The Commissioner determined that 
there was a deficiency of over $1,000,000 
because the transfers were made in con- 
templation of death or were intended to 
take effect in possession or enjoyment at 
or both. A settlement 
was reached, on the 
$250,000 of additional estate taxes were 
paid. The Technical Changes Act of 
1949 retroactively amended the law with 
respect to transfers taking effect at 
death, and the executor sued for a re- 
fund. The question before the court 
could 


or after death, 


basis of which 


was whether determination 
be made of how much of the settlement 
was paid for each issue. After an exam- 
ination of the the 


parties, the court concludes from the 


any 


communications of 


“thought processes” of the negotiators 
that 70% of the inclusion was due to 
the decedent’s retention of a possibility 
of a reverter, and to that extent a re- 
fund is due the estate. Pyne, Ct. Cls., 
1/14/59. 
Widow’s allowance not terminable; 
marital deauction allowed. The widow 
of the decedent secured an order grant- 
ing her a widow’s allowance of $10,000 
to be paid in monthly installments for 
a period of one year. In the original 
Tax Court proceeding, a marital deduc- 
tion was disallowed on the ground that 
the allowance did not constitute prop- 
erty “passing from the decedent.” On 
appeal to the Sixth Circuit, the Com- 
missioner abandoned his position on 
this point and contended for disallow- 
ance on the ground that the allowance 
terminable The 


constituted a interest. 


case was remanded to the Tax Court for 
its decision on this issue. The Tax 
Court holds that, under applicable state 
law, the allowance was not a terminable 
interest; it was a lump sum the payment 
of which could not be defeated by either 
her death or remarriage, and conse. 
quently the marital deduction is allow. 
able. That the widow had to apply fora 
court order for the enforcement of her 
right to the allowance did not make it 
contingent. The Tax Court, however, 
notes that, although, in accordance with 
the mandate of the appeals court, it 
grants decision for the taxpayer, it does 
not recede from its original position 
that the allowance was not an interest 
in property passing from the decedent. 
Rensenhouse Est., 31 TC No. 81. 


Marital deduction not reduced by estate 
taxes; widow’s interest was tax-free. De- 
cedent’s will, bequeathing his residuary 
estate in trust for his wife and others, 
directed that all death taxes be paid 
out of the residue. Pursuant to Indiana 
law, his widow elected to take a statu- 
instead of 
queathed her. The probate court de- 
cided that the widow take her 
share free of any tax burden. This de- 
cision, the Tax Court held, controls the 
computation of the marital deduction 


tory share the interest be- 


was to 


for Federal estate tax purposes. There- 


fore, the marital deduction is not re 
duced by the tax. This court affirms. 


Street, CA-5, 12/9/58. 


Amendment powers cause inclusion of 
trust in grantor’s estate. Decedent 
created a trust with the income payable 
to her husband, her son and her daugh- 
ter-in-law, the corpus to ‘go to her son 
and daughter-in-law. She retained the 
right to remove the trustee. The court 
finds that she had the power to appoint 
trustee, she 


two 


herself trustee. Then, as 
could amend with the consent of 
other persons. Such a power brings the 
trust corpus into her estate. Van Beuren, 


CA-1, 12/12/58. 


Expenses allocable to tax-exempt in- 
come are an estate tax deduction. Dece- 
dent’s estate received 
$200,000 in income during the period 


approximately 


of administration, of which $25,000 was 
exempt from income tax. As a 
quence, only $70,000 of $80,000 in ad- 
deductible 


conse- 


ministration expenses was 
for income tax purposes, the remaining 
$10,000 being apportioned to the exempt 


income. Nonetheless, the $10,000 is de- 

















t for 
Tax 
State 
lable 
ment 
‘ither 
onse- 
llow: 
fora 
f her 
ke it 
ever, 
with 
rt, it 
does 
sition 
Lerest 
clent. 


estate 
. De- 
luary 
thers, 
paid 
diana 
statu- 
t be- 
t de- 
> her 
is de- 
Is the 
ction 
‘here- 
mt re 
firms. 


ym of 
edent 
yable 
augh- 
r son 
1 the 
court 
point 

she 

two 
'S the 


uren, 


t in- 
Dece- 
rately 
eriod 
) was 
onse- 
n ad- 
ctible 
ining 
empt 
is de- 











ductible for estate tax purposes. The 
allocation does not, the Service rules, 
come within the prohibition against 
double deductions. Rev. Rul. 59-32. 


Estate does not include dividends with 
record da ‘ter death. Decedent owned 
stock in cui ,orations which declared 
dividends before his death, but which 
were payable to stockholders of record 
on a date two days subsequent to his 
death. This court holds that the divi- 
dends*are not includible in his gross 
estate. Since he was not living on the 
date which determined the person en- 
titled to the dividends, they are not part 
of his estate. That the stock went ex- 
dividend prior to his death is im- 
material. [The court did not discuss the 
valuation of the stock. In a similar situa- 
tion, Lockie, 21 TC 64, the Tax Court 
while holding that the dividends were 
not part of the estate, indicated that the 
ex-dividend price would not control the 
value of the stock but rather that the 
forthcoming dividend should be taken 
into account in setting that value.—Ed.] 
Barnett Estate, (Provident Trust Co., 
Ex.) DC Pa., 2/3/59. 


Panama Canal bonds subject to estate 
tax. Decedent’s estate included certain 
U. S. Panama Canal loan bonds. In the 
statute authorizing them, enacted in 
1909, as well as on the face of the bonds 
themselves, it was stated that they were 
expressly exempted from “all taxes or 
duties of the United States.”” This court 
rejects the contention that such lan- 
guage included Federal estate taxes. The 
taxes from which the bonds were ex- 
empted were those which might be 
levied on the principal or interest of the 
bonds themselves, not, as in the case 
of the estate tax, on their transfer. 
Greene Estate, Ct. Clms., 3/4/59. 


Estate includes refund of premium paid 
by decedent, not by employer. Decedent 
had been an officer and 50% stockholder 
in a company with an employee’s retire- 
ment plan. To obtain qualification dur- 
ing the time the Treasury had the rule 
(later held invalid and withdrawn) that 
not more than 70% of the total contri- 
butions to a plan by an employer might 
benefit stockholders owning 10% of the 
stock, decedent contributed part of the 
cost of the annual premiums for the 
annuity policy purchased for him. Upon 
his death prior to retirement the pre- 
miums were refunded as a death bene- 


fit to his named beneficiary. The Com- 


missioner included the entire benefit in 
the taxable estate. The court agrees in- 
sofar as the premiums paid by decedent 
are concerned—they were transfers in- 
tended to take effect at death. However, 
the premiums paid by the empioyer were 
not shown to be, in effect, paid by the 
decedent. If the Commissioner could 
show either that payment was required 
by an employment contract or that de- 
cedent so dominated the corporation 
that the corporate entity should be 
ignored then, possibly, the premiums 
paid by the employer could be treated 
as paid by the employee. Barnett Estate 
(Provident Trust Co., Ex.), DC Pa., 2/ 
§ /59. 


No invasion right in specific portion; no 
marital deduction. Decedent's will cre- 
ated a trust with income payable to his 
widow during her life. The widow was 
also authorized to invade principal dur- 
ing her lifetime, but not in excess of 
$5,000, in any one year. The executor 
claimed a marital deduction on the 
ground that because of the power to in- 
vade, the widow possessed a general 
power of appointment over each $5,000 
portion of the fund, which could be 
valued by reference to the wife’s life 
expectancy. The Tax Court holds that 
it was not the intent of Congress to use 
specific portion in this sense. Since the 
widow was entitled to all of the income 
from the trust corpus, she was not en- 
titled to “all of the income from a 
specific portion thereof,” which she had 
power to appoint. Consequently, the 
marital deduction is denied. Cummings 
Est., 31 TC No. 97, 2/11/59. 


State court decision that decedent had 
life interest fixes estate tax. Decedent 
and his wife owned certain real property 
in joint tenancy. In 1931, they executed 
a joint and mutual will whereby the 
survivor of them was to have a life estate 
in the property, the remainder to their 
son in trust. The wife died in 1933. In 
a contested state-court proceeding, it was 
held that, upon the death of the wife, 
the interest of the husband changed 
from joint tenant to life tenant, with the 
remainder interest in their son, the 
father being contractually bound by the 
terms of the joint and mutual will. The 
father died in 1952. In the face of the 
Commissioner’s contention that upon 
the death of his wife, he had become the 
owner in fee of the entire property, and 
as a consequence its value was includ- 
ible in his gross estate, this Court holds 
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that it is bound by the decision of the 
State court that a severance of the joint 
tenancy occurred at the death of de- 
cedent’s wife. The one-half share of the 
property which remained to decedent, 
and in which he retained a life estate, 
with remainder to his son, would be 
includible in his gross estate, were it not 
for the fact that, in exchange for the re- 
mainder interest so transferred, the de- 
cedent had received an adequate con- 
sideration, namely, a life estate in the 
one-half share of his wife. In comparing 
the values of the two interests, the court 
computed the value of the life estate by 
reference to the number of years the de- 
cedent actually outlived his wife, not 
his life expectancy at the time of her 
death. Olson Est., DC Wisc. 3/2/59. 


Transfer of life insurance policies not 
in contemplation of death. In 1936, 
decedent, then 61, purchased two single 
premium insurance policies on his own 
life, with a total face value of $50,000, 
naming his wife as owner. No medical 
examination was required, since the 
policies were issued in conjunction with 
two single premium annuities. Nine 
years later, the decedent died. The Com- 
missioner contends that the policies 
should be regarded as transfers in con- 
templation of death. This court holds 
that the decedent was apparently in 
good health at the time of the transfer 
and that his motive in purchasing the 
policies was to free his wife from a feel- 
ing of financial dependency by means 
of a gift of a safe investment. The fact 
that the wife did not cash in the policies 
is irrelevant; what is important is that, 
as their absolute owner, she could have. 
The court held that proceeds of the 
policies are not includible in the de- 
cedent’s gross estate. DesPortes Est., DC 
S. C., 1/21/59. 


Can deduct claims not barred by statute 
of limitations. Decedent had borrowed 
sums from his wife and four children, 
giving promissory demand notes in re- 
turn. The Tax Court had denied a de- 
duction from the estate for notes whose 
barred by the 
statute of limitations. The claims of two 


collection had _ been 


of the children, however, were based 
upon valid, subsisting debts, and were 
deductible as claims against the estate. 
This court affirms, but remands to the 
Tax Court for re-evaluation the claims 
of the two older children in light of the 
applicability of Section 205 of the 
Soldiers and Sailors’ Civil Relief Act, 
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which provides for a tolling of the sta- 
tute of limitations against any person 
in military service. Wolf Est., CA-3, 2 
20/59. 


Marital deduction allowed though 
widow was bound by contract to leave 
property to child. Decedent and his wife 
owned eight parcels of real property as 
the Each had 
children by prior marriages. They exe- 
cuted a joint and mutual will under the 
terms of which the survivor was bound 


tenants by entireties. 


“to immediately execute his or her deed 
so that title to an undivided one-half 
interest [of such real property] shall 
vest” in one of the children of the first 
to die. Upon the death of the survivor, 
it was provided that his or her child 
was to become the owner of the remain- 
ing one-half interest. The Commissioner 
denied a marital deduction with respect 
to the jointly held property on the 
ground that the surviving spouse’s con- 
tractual obligation to convey the realty 
rendered her interest a terminable one. 
This court holds that, upon the death 
of decedent, title to the realty vested in 
the wife by operation of law, and was 
wholly unaffected by the terms of the 
will. The named 
will could take nothing until the wife by 


beneficiaries in the 
her independent act made the convey- 
ance contemplated, their rights up to 
that time being inchoate and subject to 
waiver. The marital deduction is there- 
fore allowed. Schildmeier Est., DC Ind., 


1/2/59. 


Motive of gift at 87 was a life purpose 
[Acquiescence]. Decedent had sold some 
real estate and she gave the proceeds to 
members of her family. The court found 
that her motives were concerned with 
that wished to aid her 
children and grandchildren. She was 87 


life in she 
years old at the time and in apparent 
good health although it was discovered 
thereafter that she had cancer 
and she died within a year. The court 


shortly 


held that the gifts were not made in 
contemplation of death and were not 
includible in her estate. Holding Estate, 
30 TC No. 104, acq. IRB 1958-51. 


Possibility of invasion makes valuation 
of income gift impossible. The Com- 
missioner refused to allow an exclusion 
for gifts in trust for taxpayer’s family. 
Income was to be distributed currently, 
but the trustee had such wide powers of 
that the 
sioner contended he might well dis- 


invasion of corpus Commis- 
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tribute it in its entirety and it was, there- 
fore, impossible to evaluate the right to 
income. The court agrees. Funkhouser, 
TCM 1958-222. 


Trust power to terminate prevents val- 
uation of income interest in gift [Old 
Law}. Taxpayers made 29 separate gifts 
to trustees for the benefit of their grand- 
children, 13 during 1951 and 1952, and 
16 during 1953 and 1954. Both sets of 
trusts provided for the payment of in- 
come annually to the beneficiaries or 
their guardians, with distribution of 
corpus to the income beneficiaries upon 
their attainment of their majorities or, 
upon their prior death, to their heirs. In 
each case, this court holds that the gift 
of corpus was a gift of a future interest 
and that the annual exclusion of $3,000 
was not allowable. Under the terms of 
the 1951-52 trusts, the trustee (who in 
each case was a parent of the income 
beneficiary) had an uncontrolled power 
to terminate the trust if he or 
deemed it “for the best interests of the 
beneficiary to do so.” This did not 
give the minor beneficiary the right to 
immediate enjoyment of the corpus; 
enjoyment was dependent upon 
exercise of another’s discretionary power. 
Nor may the relationship of the trustee- 
beneficiary be identified with that of 
guardian and ward. By reason of the 
trustees’ power of termination in these 
1951-52 trusts, the value of the present 
right to income under those agreements 
could not be measured, and consequent- 


she 


the 


ly the annual exclusion was not avail- 
able. The value of the right to income 
1953-54 trusts was conceded 
by the Commissioner to be a present in- 
terest, and he allowed the annual exclu- 
tion to the extent of this value. La- 
Fortune, CA-10, 12/15/58. 


under the 


No exclusion for accumulation trusts. 
Taxpayer created trusts for his grand- 
children, the income to be accumulated 
and paid over with corpus after the 
children reach 21. The court holds that 
no exclusion is the 
interests were future; the possibility of 
invasion prior to age 21 was conditioned 
on need. The court also holds that tax- 


allowable because 


payer has no unusual lifetime exclusion; 
it was consumed by gifts of partnership 
interest in 1941; it is irrelevant that the 
gifts were not recognized as transferring 
income for income tax 
Thorrez, 31 TC No. 70. 


purposes. 


Trustee for minor tied to “guardian” 


standard; exclusion allowed (Old Law), 
The IRS rules that, under the 1939 
Code, a gift in trust for a minor under 
terms requiring the trustee to use the 
property, both income and principal, for 
the benefit of the donee as if held by 
him as guardian of the donee consti- 
tutes a gift of a present interest and is, 
therefore, entitled to the annual exclu- 
sion. The trustee, being directed to act 
as would a guardian, does not have un- 
controlled discretion to withhold or ex- 
pend the funds of the trust. Rev. Rul. 
59-78. 


Limitation period began with enactment 
of statute. Public Law 417, approved on 
February 20, 1956 retroactively amended 
the 1939 Code to provide a credit for 
estate taxes paid on certain prior trans. 
fers. Decedent, Who had died in Feb. 
ruary 1952, and upon whose estate a tax 
was paid in May 1953, was eligible for 
a refund under its provisions. The Com- 
missioner denied the refund on the 
ground that the claim for refund was 
filed more than three years after pay- 
ment of the tax. This court holds that 
the cause of action did not accrue until 
approval of the law and that the limita- 
tion period for filing a claim did not 
begin to run until that date. Verckler 
Est., Ct. Clms., 3/4/59. 


Credit for taxés on prior transfers may 
exceed tax paid by transferor. The Serv- 
ice illustrates a situation in which, by 
reason of the inclusion in a decedent's 
estate of property which had been previ- 
ously taxed in the estates of two prior 
decedents, the credit for property previ- 
ously taxed available to the estate of 
the last decedent, exceeds the amount 
of the tax paid in the estate of the 
immediate transferor. Ordinarily, the 
credit is limited by the tax paid by the 
estate of the immediately 
transferor. Rev. Rul. 59-73. 


preceding 


Payments under pre-nuptial agreement 
are taxable to the extent paid out of 
income of husband’s testamentary trust. 
Prior to their marriage taxpayer agreed 
to waive her right to inherit from him 
and to accept $5,000 a year from his 
estate death or remarriage. 
These payments were made to her out 


until her 
of a testamentary trust set by the hus- 
band’s will. Because the state court did 
not forbid the trustees to make this pay- 
ment out of income it is taxable to her 
to the extent of the income of the 
trust. Offeut, TCM 1959-27. 
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Effective tax procedures 
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Three steps recently taken by Chief Counsel 


to cope with increasing tax litigation 


by R. P. HERTZOG 
Assistant Chief Counsel, Litigation 


Faced by steady growth in the number of tax suits and fearing an overwhelming 


flood as the provisions of the 1954 Code come before the courts for interpretation, 


the IRS has in the past year taken three important steps which should allow 


speedier disposition of cases. Mr. Hertzog explains the composition and work of the 


Litigation Policy Committee which studies all civil litigation problems, and then 


explains the IRS’ new policy of announcing acceptance of adverse court decisions 


and its increased effort to acquiesce or appeal all adverse Tax Court decisions so 


as to provide a uniform rule for the guidance of IRS personnel and taxpayers. 


Finally, he considers the implications of recent changes in settlement procedure for 


Tax Court cases. 


NE OF THE MOST IMPORTANT activi- 
O ties of the Chief Counsel’s office is 
the management and control of civil tax 
litigation; over 50% of the 560 lawyers 
employed by the Chief Counsel in Wash- 
ington and in 32 field offices throughout 
the country are engaged in some phase 
of litigation work. The Tax Court cases 
are handled in the 32 field offices under 
the direction of nine Regional Counsel, 
and general control and coordination is 
exercised by the Appeals Division in 
Washington. The refund suits in the 
United States District Courts and the re- 
fund suits in the court of claims are 
handled by the Civil Division in Wash- 
ington in cooperation with the Tax Di- 
vision of the Department of Justice. 
(These latter cases are actually tried by 
attorneys of the Tax Division in Wash- 
ington with assistance from the U. S. 
Attorneys.) The work of the Appeals 
and Civil Divisions and the activities of 
the Regional Counsel in handling Tax 
Court cases are supervised generally by 
the Assistant Chief Counsel (Litigation). 


Increase in litigation 


The number of tax cases docketed in 
all courts has continued to rise steadily 
in the past few years. In the calendar 
year 1958 more than 7,000 petitions were 
filed in the Tax Court, an increase of al- 


most 50% over the number filed in 
1948. Approximately 1,300 refund suits 
were filed in 1958, representing an in- 
over 1948. 
Although the number of cases disposed 


crease of more than 160% 


of has also increased over the past 10 
there are still a 
larger number of cases pending in the 


years, substantially 
courts today than there were a few years 
ago. 
13,000 cases pending 

Some 13,000 cases are pending in the 
Tax Court at the present time and more 
than 2,800 refund suits are pending in 
the district courts and the court of 
claims. These cases involve all kinds of 
disputed income, excess profits, estate, 
gift and excise tax liabilities. Of course, 
the great majority of these cases are in 
the income tax field. The number of 
been 
steadily increasing in the past few years 


cases going to the courts has 
and the amount of litigation will, no 
doubt, continue to increase in the years 
ahead. The courts have not yet begun to 
feel the full effect of disputes which will 
arise because of the many changes in 
the Internal Revenue Code of 1954, to 
say nothing of the Technical Amend- 
ments Act of 1958 and other amend- 
ments. 

Although approximately 73,000 statu- 
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tory notices of deficiencies were issued in 
1958, only about 10% went to court, and 
more than two-thirds of them were dis- 
posed of without trial. This excellent 
record is due to the concentrated efforts 
of the Service in endeavoring to settle 
disputed cases at any time either before 
or after they get into court. 

Despite the results achieved in the 
past, the fight to limit and control the 
large volume of tax litigation is a never- 
ending one. Efforts are constantly being 
made by the Service and the Chief Coun- 
sel’s office to eliminate unnecessary liti- 
gation and to find new methods of dis- 
posing of cases by agreement, thereby 
avoiding the necessity of trial when 
cases do get into court. In the past year 
three significant steps were taken which 
have resulted in the more efficient and 
expeditious handling of tax litigation 
and also tend to hold down the number 
of cases in which trials are necessary. 
These steps are (1) the establishment of 
a Litigation Policy Committee, (2) the 
adoption of a policy of publicly an- 
nouncing the acceptance of adverse court 
decisions, and (3) the formulation of a 
change in the settlement procedure in 
Tax Court cases. 

The Litigation Policy Committee was 
created at the suggestion of the Mills 
Subcommittee of the House Ways and 
Means Committee for the purpose of 
reviewing, coordinating and controlling 
over-all policy in civil tax litigation. 
This Committee is a continuing body 
which holds meetings as the occasion or 
need arises. It consists of top-level repre- 
sentatives of the Department of Justice 
(First Assistant to Assistant Attorney 
General, Tax Division), the Commis- 
sioner’s office (Assistant Commissioner, 
Technical) and the Chief Counsel’s office 
(Assistant Chief Litigation). 
These representatives invite other per- 
sons from their respective offices and 
from the Treasury and the Solicitor 
General’s office to lend assistance and ad- 
vice to the Committee. A number of 
meetings have been held during the past 
few months in efforts toward prompt 
solution of some very complex and 
troublesome litigation problems. In gen- 


Counsel, 


eral, subjects for discussion are of a 
broad substantive nature, likely to be 
productive of fairly widespread or pos- 
sibly fruitless litigation. 

The Committee provides a means by 
which top-level coordinated considera- 
tion can be given to critical problems 
in the tax litigation area, and by which 
agreement can be reached among all 
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those interested on the policy to be fol- 
lowed by the Service, the Tax Division, 
and the Chief Counsel’s office. At times 
the Committee decides that its conclu- 
sion should be urged upon. the courts 
where the issue is pending, that the 
Regulation be changed, that 
remedial legislation be sought, that a 


should 


ruling be issued, or that the issue be 
It is an effective clearing 
house for litigation policy. 

It might be mentioned that in addi- 
tion to the Litigation Policy Committee, 
there is inter-agency group 
known Liaison Committee on 
Civil Litigation Matters which has been 
in operation for several years. This 
Committee is comprised of 
representatives of the Tax Division and 
the Chief and meets 
monthly to discuss procedural questions 
on all phases of civil tax litigation. It 
does not deal with substantive questions 


conceded. 


also an 


as the 


Liaison 


Counsel’s office 


which are considered by the Litigation 
Policy Committee. 


Acceptance of adverse decisions 


The second step taken in an effort 
to reduce the amount of litigation is the 
policy of announcing publicly when the 
Service will accept a certain decision or 
decisions and not further litigate a par- 
ticular Chief Counsel Arch M. 
Cantrall, in News Release I.R. 241, 
dated September 19, 1958, announced 


issue. 


the new policy as follows: “‘As soon as 
we decide not to contest an adverse de- 
cision on a significant case, we will an- 
nounce our position so the public may 
know we are conforming with the court’s 
decision without further delay instead 
of waiting until the necessary modifica- 
tion or revocation of outstanding rul- 
ings or Regulations are made.” Mr. Can- 
trall also stated that “the new policy will 
furnish an immediate guide on each 
affected issue for taxpayers, it will fore- 
stall the accumulation of further court 
cases on each such issue, and it will pro- 
vide field offices of Revenue Service with 
the authority they need to dispose of 
similar cases.” 

In the past, even though the Service 
may have felt that a particular adverse 
decision was correct or that, for various 
reasons, further litigation of a particu- 
lar position was inadvisable or unjusti- 
fied and would not be further pursued, 
announcement of this conclusion was not 
made except by way of acquiescence in 
Tax Court No other an- 
nouncement was made and even though 
contrary Regulations or rulings may 


decisions. 
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have been reconsidered no action was 
taken or advice given until actual revo- 
cation or modification of the Regula- 
tions or rulings could be effected. This 
usually took months and in the interim 
no action to dispose of similar pending 
cases was taken. Meanwhile, additional 
cases involving the same issues were 
being set up by field agents and these 
additional cases were also getting into 
the courts. 

Under the new policy, as soon as the 
decision is made to accept the adverse 
decision or decisions and not further liti- 
gate, public announcement to that effect 
is made so that prompt disposition may 
be made of similar cases, whether pend- 
ing in court or not, without awaiting the 
revocation or modification of contrary 
Regulations or rulings. This new pro- 
cedure has met with general approval 
and is helping to speed up the disposi- 
tion of many cases which might other- 
wise be delayed or get into the courts. 

These announcements are made in the 
form of a Technical Information Release 
(TIR) which appears in the press and in 
the various tax publications and serv- 
ices, and is distributed to Service per- 
sonnel. The announcements are 
made with respect to all adverse deci- 
sions but only in significant cases and 
with respect to issues of widespread im- 
portance to taxpayers generally. They 
are usually made regarding circuit court 
decisions, but 
ments are also made with respect to dis- 
trict court and court of claims decisions 
or are used to explain acquiescence in a 
Tax Court decision. 


not 


on occasion announce- 


Time lag in IRS action 


Although efforts are made to an- 
nounce Service position as quickly as 
possible, there will usually be a time- 
lag between the date of the court’s opin- 
ion and the announcement of the deci- 
sion not to further litigate or contest 
an issue. Apart from the time needed for 
consideration of the merits, it is neces- 
sary at times that clearance be secured 
from various sources. For instance, an 
announcment with respect to district 
court cases cannot be made until the 
Solicitor General has acted on the ques- 
tion of appeal and, in the case of opin- 
ions of the courts of appeal and the 
court of claims, no announcement can 
be made until the Solicitor General has 
acted on the matter of certiorari. If the 
decision involves a change in the Regula- 
tions, clearance must be secured from 
the Treasury Department which ap- 


proves all Regulations and changes 
therein. Also, many administrative prob- 
lems may be present with respect to 
other cases affected, especially where a 
long cutstanding ruling or practice is ip. 
volved. 

It should be noted that these ap. 
nouncements are also used, on occasion, 
as a means of advising taxpayers and 
Service personnel that a certain decision 
which is considered erroneous will not 
be followed, even though an appeal is 
not taken or certiorari is not requested, 
For example, the issue may not have 
been squarely presented and fully con- 
sidered by the court, or the record may 
be inadequate for appeal purposes so 
that a reversal would be unlikely. Or, 
there may not be an adequate basis for 
certiorari, which can, ordinarily, be ob- 
tained only if there is a conflict in the 
circuits or if a matter of great adminis- 
trative importance is involved. In such 
situations efforts are made to speed up 
litigation in another case or cases in 
order to have the matter finally resolved 
as quickly as possible. 


Acquiescing in Tax Court decisions 


Ever since the creation of the Tax 
Court, the IRS has followed the policy 
of acquiescing in Tax Court decisions. 
Acquiescence in a decision of the Tax 
Court means acceptance by the Service 
of the conclusion reached by the court 
in the particular case with respect to 
issues which were decided adversely to 
the Government. It does not necessarily 
mean acceptance or approval of any or 
all of the reasons assigned by the court 
for its conclusions. In not appealing and 
in accepting the decision, the Service 
may or may not agree with the court's 
reasoning. It is the conclusion of the 
court which counts. Non-acquiescence, 
on the other hand, occurs when an ap- 
peal is taken and indicates that the 
Service is of the opinion that the ad- 
verse decisions is erroneous either on the 
facts or the law involved, and that the 
decision will not be followed in other 
cases. 

Acquiescences are publicly announced 
with respect to published opinions only 
and not with respect to memorandum 
opinions. Such action when taken is a 
signal to taxpayers and Revenue Service 
personnel alike that it will thereafter be 
relied upon by the Service in disposing 
of other cases which involve similar facts 
and circumstances. It should be borne in 
mind, that the decision ac 
quiesced in will mot be followed in cases 
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in which the facts and circumstances are 
different, even though the same issue 
may be involved. The Service now ac- 
quiesces in almost 90% of all adverse 
Tax Court decisions. This represents a 
steady increase in the past few years 
and indicates general acceptance by the 
Service of Tax Court decisions without 
appellate review. 

A Tax Court decision in favor of the 
taxpayer which is not appealed and re- 
versed will, of course, be binding in the 
individual case. Whether or not such a 
decision can or should be followed gen- 
erally with respect to other taxpayers, in 
that or other parts of the country and 
under different circumstances, must be 
evaluated in terms of the broader ob- 
jectives of tax administration, viz., the 
workability of the rule of the particular 
case in the nationwide framework, and 
its overall impact on the revenue. 

The fact that taxpayers involved in 
the same or similar transactions have 
the choice of a forum other than the 
Tax Court must also be taken into con- 
sideration. Other taxpayers adversely 
affected can avoid the Tax Court and, 
after payment of the tax, go into the 
district court or the court of claims and 
there is no assurance that such other 
court or courts will follow the Tax 
Court’s decision. Thus, acceptance by 
the Service of the decision of the Tax 
Court will not necessarily spell an end 
to litigation or insure a fair and equi- 
table application of the tax laws in all 
courts across the nation. 

As a general rule decisions of the Tax 
Court are either acquiesced in or non- 
acquiesced in and appealed. However, 
even though an appeal is not taken 
acquiescence must be withheld in some 
few cases where the same issue or issues 
are involved in other pending cases. An 
appeal is not always justified or feasible 
in a particular case. The record may be 
inadequate, or the issue may not have 
been squarely presented, it may have 
been beclouded by other issues, it may 
be moot, or it may have involved such a 
small amount that appeal would not be 
justified. This may also be true where 
the Congress is considering legislation 
or the Revenue Service is re-evaluating 
its policy in the same or a related area. 
Consideration must also be given to the 
probable impact on the revenue if the 
decision is accepted. 


Policy in taking appeals 


Appeals are not taken by the Govern- 
ment from adverse decisions in the Tax 


Court and U. S. district courts as a 
matter of course. The great majority of 
such cases are terminated with the de- 
cision of the trial court. This is clearly 
indicated with respect to Tax Court 
cases by the large percentage of acquies- 
cences and by the fact that the Govern- 
ment actually appeals less than 10% 
of all adverse tax decisions. In compari- 
son, taxpayers appeal at least 50% of 
the cases decided against them. It is the 
determined policy of the Service to ac- 
cept the result reached by the trial courts 
and not recommend appeal if the deci- 
sion appears to be consistent with the 
statute and if its acceptance does not 
pose serious administrative problems in 
other cases of a similar nature. 

Where an appeal is taken by the Gov- 
ernment without success and certiorari is 
not applied for, the decision of the court 
of appeals is followed in the great ma- 
jority of cases. The pattern-setting im- 
pact of decisions is far greater at the ap- 
pellate level since such decisions are re- 
viewable only by 
Supreme Court. 


certiorari to the 


In determining whether it is in the 
public interest to accept an adverse court 
of appeals decision or to continue to 
litigate in another circuit with a view 
toward further clarification of the law, 
many factors must be taken into ac- 
count. Consideration must be given to 
the probability of ultimately prevailing, 
the impact on the revenue, and the 
workability of the rule of the decision 
in the broad tax scheme and as applied 
to all taxpayers. These and other ele- 
ments must be balanced against the 
benefits to be derived by other taxpayers 
similarly situated and by the Service it- 
self from a prompt clarification of the 
law. A rule which benefits one taxpayer 
or group of taxpayers may be harmful to 
others or may establish a _ precedent 
which is inconsistent with the broad 
scheme of the statute or is not workable 
administratively. Fairness and uniform- 
ity of treatment of taxpayers, along with 
certainty, are ever present objectives of 
the Chief Counsel’s office in the han- 
dling of tax litigation. 


More authority for Regional Counsel 


The third step which tends to reduce 
the amount of litigation is the change in 
settlement procedure in Tax Court cases 
which was made last April by the issu- 
ance of a joint order by the Commis- 
sioner and the Chief Counsel with the 
approval of the General Counsel of the 
‘Treasury and the Acting Secretary. ‘This 
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order superseded orders which had been 
in effect without substantial change since 
the decentralization of Tax Court work 
in 1938. 

Prior to the new order, settlements in 
docketed cases were at all times the 
joint responsibility of the Appellate Di- 
vision and Regional Counsel. In the 
event of disagreement it was necessary 
to refer the matter to Washington for 
consideration by both the Commissioner 
and the Chief Counsel. This was rarely 
done, and the usual result was that if 
there was disagreement between the Ap- 
pellate Division and Regional Counsel 
as to a proposed settlement, the case was 
submitted to the Tax Court for decision. 
By reason of the change made last April, 
responsibility for settlement is now fully 
shared by the two offices prior to the 
opening session of a Tax Court calendar, 
but thereafter Regional Counsel has full 
responsibility. In the event of disagree- 
ment prior to the calendar date, the mat- 
ter is referred to the Chief Counsel and 
his decision is controlling. 

In News Release I.R. 223, dated April 
23, 1958, announcing these changes for- 
mer Commissioner Harrington stated: 
“It is our hope that the new pro- 
cedures will be effective in stimulating 
settlements and an early and more ex- 
peditious disposition of docketed cases. 
. . . Since the Chief Counsel is respon- 
sible for the representation of the Com- 
missioner in these cases, the new pro- 
cedures will strengthen the control of 
the Chief Counsel over such litigation.” 

The change in policy under which 
Regional Counsel was given greater au- 
thority with respect to Tax Court settle- 
ments was also based on a recommenda- 
tion of the Mills Subcommittee. 

This new plan has met with general 
approval and is of considerable help in 
speeding up Tax Court settlements. The 
settlement of a case cannot be made uni- 
laterally by the IRS, and the full co- 
operation of the taxpayer and his repre- 
sentative is necessary to reach agreement 
without trial. The Service earnestly 
solicits such cooperation on the part of 
taxpayers and their representatives in 
an endeavor to achieve an early resolu- 
tion of tax controversies and to relieve 
the heavy burden of the Tax Court. 
Conferences should be arranged with the 
Appellate Division in every Tax Court 
case as soon as possible after issue is 


joined and, if at all possible, prior to 
the time the case is calendared for trial. 
This 1s the most advantageous time for 
the parties to confer since it affords an 
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opportunity to explore all angles of the 
case and, if necessary, to develop addi- 
tional relevant facts and make further 
inquiry into the law involved. 

While it is true that the Regional 
Counsel now has full authority to settle 
cases on and after the opening date of 
the on which a case is 
scheduled for trial, it does not follow 
that the taxpayer has, at this point, the 
right to a conference with Regional 
Counsel to discuss settlement poss:bili- 
ties. If the taxpayer has not taken ad- 
vantage of the opportunity of conferring 
with the Appellate Division and Re- 
gional Counsel’s office prior to the trial 


court session 


session, he should not expect a confer- 
ence after this time. 

As a general rule, the Regional Coun- 
sel will not hold conferences in cases 
after the calendar call, unless there are 
new developments and he feels it neces- 
sary and desirable for both parties to 
get together in the particular case. How- 
ever, if as the result of some last-minute 
development there is a change in the 
trial picture and a new or better offer of 
settlement is made by the taxpayer which 
merits consideration, the Regional Coun- 
grant a further conference. In 
any event, on and after the calendar date 
Regional Counsel now has the full re- 


sel may 


sponsibility and authority to dispose of 
all cases on the calendar by settlement or 
concession and without trial. 

It should be noted that although the 
concurrence of the Appellate Division to 
settlements or concessions is 


any not 


necessary at this point, the Regional 
Counsel. nevertheless, does consult with 
and receive the views of that division be- 
fore taking final action. There is the 
fullest cooperation between the Appel- 
late Division and Regional Counsel in 
the settlement of cases in the Tax Court, 
whether settlements occur before or after 
a session begins. Since the change in 
settlement authority occurred there have 
been a limited number of session settle- 
ments and only three Chief Counsel 
settlements. This indicates the high de- 
gree of cooperation between the offices 
of the Appellate Division and Regional 
Counsel under the new settlement pro- 
cedure. 

The increased authority and responsi- 
bility of Regional Counsel in the disposi- 
tion of means that 
earlier attention is given to these cases 
by the trial attorney and it also means 
that he participates actively in the con- 
ferences arranged by the Appellate Divi- 
sion. This has brought about a beneficial 


Tax Court cases 
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change in the atmosphere which former- 
ly prevailed when, usually, the attorney 
who would try the case did not attend 
the conference and did not get into the 
case to any great extent until after settle- 
ment negotiations were terminated. The 
change has also brought about the more 
expeditious closing of docketed cases by 
settlement and fewer trials than were 
formerly held. 


Conclusion 


The steady increase in the volume of 
tax litigation results in disadvantages to 
both the taxpayers and the Government. 
Trials and appeals are time-consuming 
and costly to both parties. Moreover, as 
the number of cases on the court dockets 
rise, the time required for the final ad- 
judication of controversies inevitably 
lengthens. These delays work injustices 





Court ends suit for refund of part-paid 
assessment with judgment for balance. 
In Flora, 357 U. S. 63, the Supreme 
Court held that the taxpayer may not 
bring a refund suit until he has made 
full payment of the assessment. The 
court here holds that, because in bring- 
ing the refund suit before payment of 
the assessment the taxpayer admitted a 
proper assessment, the court has jurisdic- 
tion to render a judgment for the Gov- 
ernment for the unpaid balance of the 
assessment. Edwards Estate (Anderson, 
Exr.) DC N. Y., 10/15/58. 


Suit to restrain assessment dismissed. 
Since the Judicial Code specifically 
prohibits suits to restrain the assessment 
or collection of taxes, the court 
misses these complaints for lack of juris- 
diction. Lesser Enterprises, Malat, DC 
Calif., 11/14/58. 


dis- 


Jury finds transfer was made to avoid 
payment of tax. It was admitted that 
taxpayer corporation was liable for taxes 
and that it had transferred its property 
to others, from whom the Government 
here seeks to collect the taxes. A jury, 
under instructions that, if the purpose 
of the transfer was to avoid the payment 
of taxes, the transferees must pay them, 
finds for the Government. DC 
Mass., 3/12/57. 


Fauci, 


IRS must prove assessment valid. In 
this suit brought by the Government to 
obtain a judgment on an assessment, the 


New procedural decisions this month 





and hinder the administration of the tax 
laws. 

The approach by the Chief Counsel's 
office to the problem is twofold: first, to 
make every effort to resolve controversies 
before they get into court or at least be- 
fore they go to trial; and second, where 
cases must be tried, to adopt the deci- 
sions of the courts as soon as practicable, 
consistent with the duty to administer 
the laws fairly and uniformly. The three 
measures adopted in the past year have 
done much in the furtherance of this 
policy. With the continued cooperation 
of the taxpayers and the legal and ac. 
counting professions and with the aid of 
other improvements which will be made 
from time to time it is hoped that the 
number of cases in litigation can be 
reduced or at least held to a manageable 
level. r % 


taxpayer defended by claiming that the 
statute of limitations had run and the 
assessment was, therefore, invalid. Since 
more than 
three years after the returns were filed, 
the assessments could be valid only if 


the assessments were made 


there had been an effective waiver of 
the limitations statute. The court holds 
that the Commissioner must prove that 
there was such consent extending the 
statute, signed by both parties. Szerlip, 
DC N. Y., 2/5/59. 


Bulk Sales Act proceeding res judicata 
on refund claim. The receiver for tax- 
payer, in a proceeding under the Bulk 
Sales Act, entered into a compromise 
with the IRS for taxpayer’s unpaid taxes. 
Upon learning of the compromise, the 
taxpayer intervened in the proceeding. 
After a hearing on the merits, the state 
court approved the compromise. ‘This 
court holds that the taxpayer is barred 
by res judicata from relitigating the 
merits of the compromise in this refund 
suit. Eastern Tar Products, Corp., DC 
Md., 2/6/59. 


90-day letter must be sent to attorney's 
address if taxpayer requests. ‘Taxpayer 
requested that all communications from 
the Technical Advisor be sent to his at- 


torney. However, the 90-day letter sent 
by registered mail was mailed to a for- 
mer address of taxpayer and a copy was 
sent to the attorney. Taxpayer never 
received the registered letter, but the at- 
torney received the copy. The petition to 
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the Tax Court was not filed within the 
90-day period. The court concludes. this 
90-day letter did not start the 90-day 
period for filing a petition since it was 
not sent, as the Code requires, to tax- 
payer's last known address which here 
was the attorney’s address. Accordingly, 
the Tax Court is ordered to correct its 
dismissal for lack of jurisdiction to show 
an improper notice. The ground of dis- 
missal originally granted, petition not 
filed within statutory period, would have 
left the taxpayer no possibility of Tax 
Court review. D’Andrea, CA-DC, 2/19/ 
59. 


Delinquency penalty is a_ deficiency 
under 1954 IRC not under 1939. Tax- 
payer is here contesting additions to the 
tax for the late filing of her 1953 and 
1954 tax returns. The lower court 
granted her an injunction against the 
assessments finding them both invalid 
because the statutory notices of de- 
ficiency were not issued. This court re- 
verses as to the 1953 additions. Under 
the 1939 Code these additions to the 
tax are not deficiencies and a statutory 
notice is not required. Under the 1954 
Code, the additions are deficiencies and 
deficiencies made without a statutory 
notice are invalid and may be enjoined. 
Hackleman, CA-9, 2/13/59. 


Taxpayer cannot get injunction against 
tax collection. In taxpayer’s bankruptcy 
proceedings, the Government filed a 
claim for additional taxes, which was dis- 
allowed because of the late filing of the 
claim. The Government then levied 
against the taxpayer for the taxes and 
interest. The present action was brought 
by taxpayer for an injunction. The court 
holds that, while the assessments appear 
to be illegal in that they include interest 
that accrued after bankruptcy, this is 
not a sufficiently extraordinary circum- 
stance to justify the enjoining of the 
collection of 

Kans., 1/15/59. 


taxes. Christenson, DC 


Notice of assessment not required for 
unprotested adjustments. In a prior pro- 
ceeding the court upheld taxpayer's 
claim for refund of 1944 tax; at issue 
is whether a check in payment of addi- 
tional 1944 tax on uncontested issues 
raised by an examining agent can be 
considered paid within two years of the 
filing of that claim and so refundable. 
That claim was filed in 1950 and, al- 
though the check was actually issued in 
1947, the taxpayer argues that it was 


merely a deposit until 1948 and _ pay- 
ment took place then. The Government 
argued that an assessment in 1947 was 
proper and the crediting of the deposit 
against the assessment was payment in 
1947. The court holds for the Govern- 
ment. When taxpayer’s 1944 return was 
examined in the summer of 1947, it 
agreed with certain adjustments and, 
upon receipt of the Revenue Agent’s re- 
port, sent a check to cover the tax on the 
uncontested check was 
treated by the Collector as an unclassi- 
fied collection. Thereafter, in November, 
1947, an employee of the Commissioner 
signed an assessment list assessing tax in 
the amount of the check. After this 
assessment was recorded, the cash was 
applied to that account. Although tax- 
payer received no notice of these acts, 


issues. This 


the court holds the assessment valid. 
Having stated it would not contest these 
adjustments, taxpayer needed no notice 
of assessment as to them. The delega- 
tion of the task of signing the lists was 
proper. General Outdoor Advertising, 
Ct. Cls., 2/11/59. 


Check with return “pays tax” though 
assessment is later. Taxpayer estate filed 
its return with a check for the amount 
due, and the formal assessment list was 
signed about a week later by the Com- 
missioner. Claim for refund was filed 
more than three years after the filing 
date, but less than three years after the 
assessment date. Taxpayer argued the 
claim was timely because the payment 
was not of tax until the assessment was 
made. The district court held the pay- 
ment was of tax and the claim was too 
late. While there have been cases hold- 
ing that cash payments were mere de- 
posits, this check was no mere payment 
into a suspense account to take care of 
possible contingencies. It was the exact 
amount of the tax shown on the return 
accompanying it. This court affirms. Hill, 
CA-3, 2/25/59. 


Officers must answer summons on corpo- 
rate liability. The court here orders en- 
forcement of a summons served by IRS 
on the officers of a corporation in the 
matter of the corporate tax liability. If 
questions are asked as to which they 
might properly invoke their personal 
privilege against self-incrimination (the 
corporation has no such privilege) they 
may do so during the questioning. Part- 
ridge, DC N.Y., 2/27/59. 


Letter, though by collector, is unofficial 
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and must be produced. In fighting net 
worth assessments for 1948-1951, tax- 
payer placed great weight on the argu- 
ment that the Government should be 
forced to accept an opening net worth 
reported by him on his 1943-1947 re- 
turns prepared on a net worth basis 
by an old friend who was a deputy 
collector. When in the course of the 
Tax Court trial, taxpayer demanded 
production of those returns, the Gov- 
ernment introduced them, but they 
were almost blank. They contained only 
a reference to letter attached, an ex- 
planation by the preparer of the basis 
for the net tax shown. The Government 
argued that this was an official com- 
munication by the deputy collector to 
his superior and not subject to discovery 
proceedings. This court sees little merit 
in this objection; rather obviously, it 
says, it was not. The letter should be 
produced and, since the case is being 
Tax Court should on 
review give great weight to the collec- 
tor’s computations. Harp, CA-6, 2 11/59. 


remanded, the 


Amended EPT relief claim calling for 
investigation of new facts barred by 
limitation period. Taxpayer filed an 
original application for excess profits 
tax relief under Section 722 for the fiscal 
year 1945. Later, after the statute of 
limitations had run, it filed an amended 
claim claiming the benefit of a construc- 
tive unused excess profits credit carry- 
over and carryback from the fiscal years 
1944 and 1946. The Tax Court found 
that the original application did noi 
adequately apprise the Commissioner of 
the requested carryover and carryback, 
and since the amended claim called for 
an investigation of new facts and circum- 
stances not called for by the original ap- 
plication, it was barred by the statute 
of limitations. This court affirms. Head- 
line Publications Inc., CA-2, 2,2 59. 


Notice to decedent’s attorney a valid 
assessment. A power-of-attorney on file 
with the District Director requested that 
all communications be sent to taxpayer’s 
attorney. A month after decedent died 
the District Director, who had received 
no notice of the appointment of an 
administratrix, sent a statutory notice of 
deficiency to the attorney. The district 
court held that this notice was properly 
sent to the taxpayer’s last known ad- 
dress, and thus the assessment and levy 
made pursuant to this notice were valid. 
This court affirms. Williams, CA-6, 2/ 
27 /59. 
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NEW DEVELOPMENTS IN ee 


Tax policy & legislation 


FOR PRACTITIONERS 





How the courts, Congress, and the IRS 


try to limit legal tax avoidance 


by WALTER J. BLUM 


The busy practitioner, immersed in the details of tax conferences, planning, and 


litigation, is aware that much of his work is an attempt to discover how his client 


can arrange his affairs to escape an avoidable tax. And the practitioner generally 


feels that this work is highly useful to the client and necessary in the development 


of a predictable system of tax law. Whether the system is as efficient and economical 


as it might be is a question he rarely can take the time to study. This is the task 


which Professor Blum assigns himself here. He looks with the eye of the social 


philosopher at the efforts of the courts and of Congress to deal with the problem 


and the successes and failures their methods have met. He concludes with some 


wise comment on the ethical position of a practioner in this kind of tax-system. 


| CONCEIVE OF THE TAX avoidance prob- 
lem in the United States as centering 
on the question of what is to be done 
about efforts of taxpayers to minimize 
their taxes by arranging their affairs in 
more or less abnormal ways so as to 
comply literally with statutory provisions 
that confer certain tax advantages. Please 
note that I have thus defined my topic 
somewhat narrowly. Excluded from it 
are attempts to stretch or distort account- 
ing judgments or classifications in com- 
puting taxable income. Also left out are 
efforts to defraud the Government by 
willfully and knowingly making out a 
false return, or by manufacturing un- 
true evidentiary documents, or by do- 
ing the numerous things that are com- 
monly regarded as tax crimes. My subject 
concerns the gentle and sophisticated 
tax dodger who hopes to succeed by tak- 
ing advantage of the law rather than 
by disobeying it. Fortunately, I am not 
called upon to locate a precise line of 
demarcation between tax avoidance and 
tax fraud or evasion. 

Campaigns against the tax dodger 
have been the 


anchored mainly in 


judiciary and legislature. Some com- 





mentators have suggested that the most 
logical way to deal with the whole tax 
dodger problem would be to invest the 
Treasury with broad substantive power 
to refine the statutory rules in response 
to taxpayer ingenuity. There is, how- 
ever, virtually no support for undertak- 
ing so far reaching a reform in our tax 
system. On the contrary, the impartiality 
of the Treasury is widely questioned. 
The courts generally have been in the 
forefront in dealing with the avoidance 
problem. From the judicial perspective, 
the central question can be restated as 
this: Under what circumstances is formal 
compliance with the explicit terms of 
the statute enough to attain a tax ad- 
vantage which it purports to confer? 
Obviously this is basically a matter of 
Statutory interpretation. But it is one of 
peculiarly vital importance for our tax 
structure. If the courts were to hold the 
view that form always must prevail (un- 
less the legislature has specified other- 
wise), tax dodging would be too easy, 
the public would soon become disturbed, 
and the voluntary compliance founda- 
tion of our system would be weakened. 
If the courts were to take the exireme 


opposite view that form need never pre- 
vail (unless explicitly provided by 
statute), tax law would become too un- 
certain, and the resulting chaos would 
materially impede business and financial 
operations. Our courts understandably 
have chosen a middle ground: form must 
sometimes prevail but not always. And 
thus we face the basic judicial problem 
of under what circumstances is it to pre- 
vail? 


Judicial approach 

In reading the innumerable decisions 
in which this question was at issue, one 
is not likely to find many comfortable 
answers. In part the difficulty lies in the 
rhetoric of saying that a taxpayer is free 
to arrange his affairs so as to minimize 
taxes, and that a tax savings motive is 
immaterial in applying the statutory 
rules (unless the statute states other- 
wise). This kind of talk by courts solves 
nothing. The intent to minimize taxes 
cannot control the question whether 
form should prevail because almost all 
rationally planned business transactions 
do take taxes into account; and it should 
be equally plain that if such an intent 
were not present, there would be no tax 
dodger problem. 

Another part of the difficulty is that 
decisions often seem to be by invective 
alone. It appears that the taxpayer loses 
because something he has done is said 
to be a “sham” or “artifice” or “device” 
or even worse. Such a finding might be 
a sound basis for decision where the tax- 
payer has represented that he has done 
something—such as organized a corpora- 
tion—when in fact he has done nothing 
of the kind. In the cases we are dealing 
with, however, the taxpayer in fact has 
followed the form he has selected, even 
though he chose it only because of tax 
To call these 
transactions a sham is merely a way of 
stating the conclusion that the form is 
not controlling, without telling us why 
adherence to form in the particular case, 
was not acceptable. It probably is also 
a way of revealing the emotional re- 
action of the court to the taxpayer's 


considerations. one of 


cunning. 

A similar trouble is encountered in 
decisions which go against the taxpayer 
on the precept that the tax result is to be 
governed by what was actually done 
rather than by some declared purpose, 
or that the transaction under scrutiny 
is not in fact what it appears to be in 
form. These are both ways of stating 
that in the particular case substance is 
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to govern over form, but in themselves 
they fail to teach us why these cases 
differ from the many situations in which 
form does control. 

Equally unenlightening are most of 
the decisions which rest merely on a 
purported discovery of a more or less 
particularized legislative intention. Al- 
most always the actual controversy arises 
because the legislature has not provided 
a sufficient guide on the point and the 
court is called upon to repair the omis- 
sion. Although judicial deference to 
legislative intention is statesmanlike, it 
need not obscure the fact that the court 
is supplying the rule to govern the situa- 
tion in issue. 

This brings us to the crux of the 
judicial dilemma: if a legislative pro- 
nouncement on the point is lacking (and 
I pass over what qualifies as such), how 
should a court decide whether formal 
compliance with a given rule is enough? 
I suggest that, in seeking guideposts for 
implementing legislation, at best the 
court can only fall back on an examina- 
tion of the dominant legislative purpose 
or theme behind the particular rule or 
the complex of inter-related rules of 
which it is a part. Unfortunately courts 
sometimes seem to believe that they 
should look further afield in this quest 
for the statutory drift. They then are in 
danger of discovering only that the 
policy of the tax law is to raise revenues 
for the Government. (In one opinion 
the Supreme Court held against the tax- 
payer because, among other reasons, it 
found that the section of the statute in 
question was an aspect “of the com- 
prehensive tax program enacted by the 
Revenue Act of 1942 to increase the 
national revenue to further the prosecu- 
tion of the great war in which we were 
then engaged”). When a court properly 
restricts itself to considering the function 
and purpose of the rule within the 
framework of the technical law, as re- 
vealed by history and _ legislative sur- 
roundings, it is in a position at least to 
make an informed judgment whether the 
thrust of the statutory rule is better pro- 
moted by rigid adherence to form or 
otherwise. Nothing more can be asked 
of the judiciary. 

There has been much argument 
through the years about the judicial 
legislation which occurs when a court re- 
fuses to apply a rule literally. I should 
like to remark only that giving a rule 
literal application is likewise a variety of 
judicial legislation, except that it gen- 


erally favors the taxpayers and hence 


is less likely to draw condemnation from 
their advisors. 

The most celebrated instances of judi- 
cial limitations being placed upon literal 
application of the statutory rules in- 
volved corporate reshufflings, where dif- 
ferent forms for corporate distributions 
and adjustments carry different tax con- 
sequences. It is in this area that the 
courts frequently restricted availability 
of the more advantageous form to trans- 
actions which were found to have a 
business purpose and not merely a tax 
savings motive. Our experience with 
these judicial versions of the business 
purpose doctrine nicely illustrate some 
of the more pronounced consequences of 
relying on the courts to defeat the tax 
dodger. 

Taxpayers are never quite sure which 
of the many corporate reshuffling rules 
will attract the business purpose quali- 
fication, and they never know how much 
(or whose) business purpose will suffice. 
If only a modicum of such purpose is 
enough, the skilled tax practitioner per- 
haps can be counted on to arrange for 
its presence. But if a very substantial 
dose is demanded, the 
might defeat many transactions which 


requirement 


the business community regards as nor- 
mal. From the Treasury’s viewpoint, 
however, the uncertainty might be other 
than an evil. Taxpayers are forced to 
operate without a roadmap for success- 
ful tax dodging, and the resulting doubts 
about the terrain clearly have the effect 
of reducing the magnitude of the prob- 
lem by discouraging experimentation 
with novel transactions. 


Law based on intent 

These characteristics of the judicial 
approach to coping with tax dodging 
bring us to the legislative efforts. In the 
main they have followed three patterns. 

One has been to specifically qualify 
certain rules with a broad directive re- 
garding the consequences of a tax sav- 
ings motive or an absence of business 
purpose. Legislative directions of this 
nature have been given a variety of ex- 
pressions. The taxpayer is to lose if tax 
avoidance is found to be a principal pur- 
pose, or he is to lose only if it is found 
to be the principal purpose, or only if 
it is found to be a major purpose; and 
furthermore, the words with which the 
burden of proof is placed on the tax- 
payer have differed in their forcefulness. 
All such directives, however, have one 
thing in common. Regardless of their 
particular phrasing, they embody a kind 
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[Professor Blum, of the University of 
Chicago Law School, gave this talk at 
the Twelfth Tax Conference of the 
Canadian Tax Foundation in Winnipeg.| 





of circularity. Improper tax minimiza- 
tion is enjoined by requiring a showing 
that tax avoidance was not high on the 
list of motivations. But since the trans- 
action, if it passes muster, does result 
in a tax advantage, and since we can’t 
expect the rational taxpayer to be blind 
to this fact, the courts ultimately are re- 
quired to distinguish between acceptable 
tax minimization and unacceptable tax 
avoidance. It is only a slight overstate- 
ment to say that these legislative direc- 
tives inveigh against tax dodging by in- 
structing the courts to strike down in- 
stances in which tax avoidance loomed 
large, without defining what tax avoid- 
ance is. The courts thus must determine 
when minimization constitutes avoid- 
ance, and when such avoidance is so 
large a component of the motivation as 
to run afoul of the statutory directive. 
It can be seen that a legislative business 
purpose rule operates essentially not un- 
like its judicial counterpart. 

An important exception deserves men- 
tion. A statutory directive—and particu- 
larly one that explicitly puts discretion- 
ary power in the hands of the Treasury 
—is apt to cause taxpayers to seek prior 
administrative clearance of transactions 
which conceivably could run afoul of the 
Possibly the 
most significant consequence of the sta- 


anti-avoidance doctrine. 


tutory directives is to place enormous 
leverage in the Treasury through its 
power to rule or refuse to rule on pro- 
posed transactions. The wisdom of this 
result has not gone unchallenged. 


The innovator 


A second legislative pattern has been 
the enactment of specific rules to meet 
new tax avoidance situations as they are 
discovered. This approach, for example, 
has typified our handling of the capital 
gain versus the ordinary income ques- 
tion presented by bonds issued at a dis- 
count and bonds purchased with cou- 
pons detached. Its efficacy depends in 
large part on the willingness of the 
legislature to backstop the statute year 
after year with a considerable mass of 
more or less trivia. Even with a com- 
pletely cooperative legislature, however, 
the approach cannot avoid the vexatious 
problem of the innovator. Should the 
early bird be allowed the advantage 
which is being denied to others, so that 
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speed and daring in tax avoidance is re- 
warded; or should the legislation be 
made retroactive to cover everybody; or 
should some compromise position be 
taken? Generally we have shied away 
from giving our so-called loophole clos- 
ing measures an effect prior to their date 
of enactment or introduction into the 
legislature, probably in the thought that 
retroactivity is unsportsmanlike and may 
even be unconstitutional. But we fre- 
quently have accompanied them with an 
expression of committee intention that 
no inference about the prior law is to be 
drawn from the statutory charge, thus 
offering the courts a free hand to make 
the law for the earlier period. Occasion- 
ally we have tried to move in the op- 
posite direction by statements to the 
effect that the new statutory language 
is intended only to be declaratory of 
what is thought to be the existing law. 
While this procedure may be persuasive 
with the courts, it cannot bind them. 


Detailed prohibitions 


A third legislative pattern has con- 
sisted of dealing more or less compre- 
hensively with a given area of tax law 
by trying to anticipate the situations 
which might arise and prescribing spe- 
cifically on which side of the tax line 
they fall. The collapsible corporation 
provisions of our statute are illustrative 
of this technique. Such highly detailed 
provisions answer many particular ques- 
tions which actually arise or might other- 
wise come up—but at a very real price. 
Obviously they add considerably to the 
bulk of the law. It is also evident that 
the legislature can neither anticipate all 
the line-testing questions which might 
arise nor safeguard completely against 
ambiguity in the many words employed 
in disposing of the questions covered. 
Inherent in this technique, moreover, is 
what some regard as the unfortunate 
quality of providing tax minimizers with 
an excellent blueprint of avoidance 
plans which apparently have received 
legislative blessing. Specificity and 
clarity, in brief, make the use of tax 
savings techniques a lot easier and the 
code a lot longer. 


The practitioner 


To this juncture I have considered tax 
dodging from the standpoint of com- 
bating it; I shift now to the perspective 
of the tax practitioner. While as an in- 
formed citizen he might well feel that 
the artful tax dodge should be check- 
mated—although I hope he will take care 
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that the cure is not worse than the irri- 
tation—as a practitioner he should avoid 
confusing ethics and common sense. 
Since it is the indeterminacy of the legal 
rules that is at the heart of the tax avoid- 
ance problem, I see no moral or ethical 
inhibitions against trying out new and 
doubtful schemes. Practitioners need feel 
no guilt in sending up trial balloons. 
But I am convinced that frequently such 
experimentation represents poor judg- 
ment and sometimes verges on being 
foolish. I mean only that all things con- 
sidered, including an assessment of the 
chances of success and the costs of losing, 
the taxpayer’s interests would be better 
served by taking an alternative path. All 
too often, from the taxpayer’s vantage- 
point, the real vice of being a tax- 
minimization pioneer is not that the 
plan ultimately fails to gain the tax ad- 
vantage sought, but that in choosing the 
dodge, the taxpayer foregoes other tax 
opportunities or business or estate plan- 
ning openings which are unquestionably 
available to him. 

Permit me to add, parenthetically, 
that I couple the freedom of practi- 
tioners to experiment with a broad li- 
cense in the administrators to shoot at 
the trial balloons. Furthermore, it may 
be that our system is deficient in not 
penalizing unsuccessful experiments 
more heavily than now in view of the 
costs which they impose on the whole 
legal apparatus. 

There is one respect in which the pur- 
suit of tax minimization does or should 
raise an ethical question for practi- 
tioners. All too often the willingness to 
take the gamble rests not alone on the 
cleverness of the plan but in part on the 





Citizen taxed in U. S. on foreign rental 
income notwithstanding tax conventions. 
Even though the income tax conventions 
to which the U. S. is a party provide 
that income from rental property shall 
be subjected to tax only in the country 
in which the property is situated, a sav- 
ings clause in the conventions subjects 
such U. S. 
ceived by a citizen or resident alien. Of 
course, subject to the limitations in the 
Code, taxpayer is permitted to take a 
credit against his U. S. income tax for 
foreign tax payment. Rev. Rul. 59-56. 


income to a tax when re- 


Husband was non-resident alien; joint 


New foreign decisions this month 





thought that the facts as stated in the 
tax return and accompanying documents 
will not flag the arrangement for the ad- 
ministrators. Thus it is hoped that the 
plan may succeed because it is passed 
over without a test on the merits. Even 
if such incomplete disclosure does not 
violate legal standards, I submit that it 
comes precariously close to being un- 
sporting conduct and to trenching on 
the high ethical standards to which pro- 
fessional men assert they aspire. 

It would produce a misleading em- 
phasis to end on this moralistic note. In- 
stead I prefer to remind you of what ul- 
timately lies at the base of the tax avoid- 
ance problem. Tax dodging arises in 
acute form only because our tax statute, 
in defining taxable income, makes dis. 
tinctions which depart from a compre- 
hensive measusement of a_ taxpayer's 
actual economic enhancement. Thus our 
tax law distinguishes between a dollar of 
ordinary income and a dollar of capital 
gain, a dollar of realized income and a 
dollar unrealized and so 
forth. All of us feel and usually act on 


of income, 
the feeling that, in maximizing our in- 
come or our economic enhancement, a 
dollar is a dollar. When the tax law dis- 
tinguishes between dollars, it must do so 
in terms which are unrelated to the real 
economic position of the taxpaver and 
which, in this sense, are arbitrary. The 
essence of the-tax avoidance problem is 
found here: where the basic distinction 
drawn by the law is itself arbitrary, no 
satisfactory general principle is available 
for deciding when taxpayers should be 
defeated in their attempts to move them- 
selves across to the favorable side of that 
arbitrary line. 


return not allowed. Taxpayer's French 
husband had entered the U. S. in April 
1949 to marry her. Immediately there- 
after, the couple left the U. S. and did 
not return for almost two years, except 
for three brief visits. The court holds 
taxpayer couldn’t file a joint return in 
1951 with her husband since he was a 
non-resident alien for a portion of that 
year. One dissent of the ground that the 
husband established residence in the 
U. S. at the time of his marriage, and 
the couple’s trips abroad thereafter were, 
considering their income and social ac 
tivities, consistent with residence in the 
U. S. De La Begassiere, 31 TC No. 105. 
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NEW DEVELOPMENTS IN 


Taxation of farmers 


EDITED BY JACK R. MILLER 





Treasury would limit 

co-op’s “paper” refunds 

Tue TREASURY is pressing hard in this 
session of Congress to get legislation to 
end the deduction by co-operatives of 
patronage refund certificates which, be- 
cause they have no market value, are not 
taxable income to the farmer. A long 
series of court decisions frustrated the 
Treasury's attempt to tax “paper” re- 
funds to the farmer. In February, 1958, 
the IRS announced (TIR 69) that it 
would follow the decision in one of the 
leading cases it lost, Carpenter (219 F. 
9d 635). and would conform to its rul- 
ings. Since giving up on its attempts to 
tax the recipient, the Treasury has been 
trving to persuade Congress to change 
the law and limit the deduction to the 
co-operative. Secretary Anderson wrote 
to Sen. Byrd and Rep. Mills, suggesting 
deduction be disallowed unless the cer- 
tificates are interest bearing and repay- 
able in cash within three years. 

“We suggest,” Anderson 
wrote, “that your Committee consider a 
method of taxation under which the tax- 
free retention of income would be lim- 
ited to three years. Under this method 
co-operatives would be permitted to de- 


Secretary 


duct amounts paid to the patron during 
the taxable year if paid (1) in cash or 
(2) in the form of ‘qualified’ patronage 
certificates. A qualified certificate must 
bear interest at the rate of at least 4%, 
must by its terms be redeemable in cash 
within three years after the close of the 
year in which issued and must in fact be 
redeemed in cash within the three-year 
period. The co-operative would not be 
permitted a deduction in respect of non- 
qualified certificates, such as certificates 
redeemable within a period in excess of 
three years or bearing interest at a rate 
of less than 4%, until the document is 
redeemed in cash. 

“The patron would be required to in- 
clude in his only the cash 
amounts received, either as current cash 
distributions or on redemption of quali- 
fed or non-qualified certificates. 

“Thus. all distributions of cash, in- 
cluding redemptions of non-qualified 
documents, would be deductible by the 


income 


co-operative and taxable to the patron. 
In order to insure that the single tax is 
collected at ordinary income tax rates, 
it would be necessary to treat amounts 
received upon redemption and upon the 
sale or exchange of redeemable certifi- 
cates as ordinary income, 

“As you know,” Mr. Anderson con- 
tinued, “a series of court decisions have 
made largely ineffective the 1951 legisla- 
tion which was intended to assure that 
all co-operative income was to be taxed 
either to the co-operative or to its mem- 
bers as it was earned. Treasury rulings 
under which all patronage refunds in 
the form of certificates were held to be 
taxable at the face value have been held 
invalid if the certificates do not have a 
determinable market value. Thus, it is 
possible for the co-operative to receive 
a deduction in computing its taxable 
income while its members are not tax- 
able on the certificates they receive. 

“We believe that some single-tax li- 
ability should be assumed by all who 
participate in the business activities of 
the country and that legislation should 
be developed which imposes such a tax 
and at the same time is fair and reason- 
able from the standpoint of the mem- 
bers and the relative availability of re- 
tained earnings for expansion.” w 


New decisions 





New breeding cattle rule applies only if 
held 12 months. For 1951 and _ later 
years, the Code includes in its definition 
of capital assets “livestock . . . held by 
the taxpayer for draft, breeding or dairy 
purposes and held by him for 12 months 
or more from the date of acquisition.” 
In 1951 taxpayer sold some breeding 
cattle he had held for more than six but 
less than 12 months. He argued that the 
amendment of the Code was intended 
to apply to immature animals not ac- 
tually used for breeding purposes for six 
months; they would be included as capi- 
tal assets under the new 12-month rule, 
but that his particular situation was gov- 
erned by case law [Albright, 173 F.2d 
339, and Bennett, 186 F.2d 407] which 
gave capital asset treatment to mature 
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animals actually used for breeding for 
six months. The Tax Court found that 
neither the language of the Code nor its 
legislative history supports this argu- 
ment; it held that the Code provided a 
new rule for all breeding cattle and 
under it capital gain is not allowable 
unless they have been held for 12 
months. This court affirms without 
opinion. McMurtry, CA-5, 1/29/59. 


All cattle were held for breeding, court 
finds; capital gain on culls. The court 
finds taxpayer’s argument not unrealistic 
that, as a new breeder, he was engaged 
primarily in building up his herd and 
that all animals were held for breeding. 
Consequently he is allowed capital gain 
on the sale of all culls. The fairly exten- 
sive advertising of animals for sale is 
not inconsistent with this position, the 
court notes, as taxpayer was forced to 
do more publicity work than old-estab- 
lished breeders. This activity is not proof 
that animals were held for sale. Two 
judges dissent, saying that taxpayer con- 
templated selling some animals at a 
profit even while he was building up his 
herd and that it is unrealistic to regard 
all of those sold as part of the breeding 
herd. Hancock, 31 TC No. 77. 


Rancher was in business of selling 
breeding cattle. Taxpayer argued that, 
in addition to its breeding herd, it main- 
tained a replacement herd and a sale 
herd. It agreed that it realized ordinary 
income on cattle in the sale herd, but 
that the replacement herd was merely 
a subdivision of the breeding herd and 
animals held in it at time of sale were 
held for breeding and entitled to capital 
gain. The court finds that the fact dis- 
tinguishing taxpayer’s operations from 
those of ranchers allowed capital gain 
treatment is that, in addition to develop- 
ing his own breeding herd, he was in the 
profitable business of selling breeding 
cattle to other ranchers and, in fact, de- 
rived most of his income from such sales. 
The court concludes that taxpayer did 
not show that animals held in the re- 
placement herd were not held for sale in 
the ordinary course of business. Capital 
gain is, however, allowable on animals 
exhibited or otherwise treated as part of 
the breeding herd. Two judges, dissent- 
ing, say that taxpayer was obviously 
holding most of his animals for sale in 
the ordinary course of business and they 
would tax as ordinary income gain on 
all animals not actually used for breed- 
ing. Moore, 31 TC No. 75. 
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Tax aspects of insurance 


EDITED BY MORRIS R. FRIEDMAN, LL.M., AND 
ALLAN A. BAKST, 1L.B., CPA 





Tax Court denies stockholders have 


insurable interest in officers’ lives 


A BOMBSHELL HAS BEEN DETONATED in 
the business life insurance field by 
the reasoning employed in the Tax 
Court’s decision, reviewed by the entire 
court, in Ducros, 30 TC No. 141. 

In that case, proceeds of an insurance 
policy owned by the corporation on the 
life of a corporate officer were held tax- 
able in the hands of the stockholder- 
beneficiaries on the ground that the 
stockholder-beneficiary had no insurable 
interest in the stockholder-officer in- 
sured. There was no true insurance, the 
Tax Court said, and the payment could 
not qualify for the exemption. 

The Ducros case involved a closely 
held corporation which procured policies 
of life insurance on each of its stock- 
holder-officers. The corporation owned 
the policies, paid the premiums, retained 
the right to change the beneficiaries, and 
at the outset named itself as the bene- 
ficiary. Shortly after the policies were 
taken out, the shareholders (or their 
relatives) were named as beneficiaries in 
proportion to their stock ownership. 
There were several subsequent changes 
of beneficiary, but in all cases, the bene- 
ficiaries were and not the 
corporation. The last change of bene- 
ficiary increased the share of the tax- 
payer-stockholder in the proceeds in 
order to mitigate her officer-husband’s 
dissatisfaction with his distributive share 
of the corporate profits in the form of 
bonus. or otherwise. 


individuals 


When the insured died, the taxpayer, 
as stockholder-beneficiary, treated the 
proceeds received by her directly as ex- 
empt as life insurance 
proceeds. The court said no. 


When collected by the corporation it- 


from taxation 


self, the proceeds of an insurance policy 
on the life of a corporate officer are, of 
course, excludable 
Section 101 


from income under 
of the 1954 Code. There 
has been little doubt that a subsequent 
distribution of the proceeds by a corpo- 
ration to its stockholders would be tax- 
able to the shareholders to the extent 
of current and accumulated earnings and 
profits. For example, in the well-known 


Golden case, 113 F.2d 590 (CA-3, 1940), 
a corporation which owned insurance 
policies on the life of its president 
assigned its interest in the policies to a 
trust company which was also made the 
beneficiary, the trust coiapany’s function 
being to collect the death proceeds on 
the corporation’s behalf and to dis- 
tribute them to the shareholders. Upon 
the death of the insured, the life insur- 
ance proceeds were held to be tax ex- 
empt to the corporation and the subse- 
quent distribution of the proceeds tax- 
able to the shareholders as a dividend. 

In Cummings, 73 F.2d 477 (CA-l, 
1934), a corporation took out insurance 
policies on its president’s life and paid 
the premiums; all the policies named 
the corporation the sole beneficiary. 
Thereafter the shareholders agreed that 
on payment of the death proceeds to 
the corporation, it would distribute 
them to the shareholders. This was done. 
The court similarly held that the corpo- 
ration was at all times the owner of the 
policies and that the distribution was a 
dividend to the shareholders. 

Isaac May, 20 BTA 282 (1930), and 
Morse, 202 F.2d 69 (CA-2, 1953), dealt 
with the question whether stockholders 
can be taxed as premiums are _ paid. 
This depends on whether they obtain 
ownership rights in insurance policies 
held by their corporation at the time 
they, the stockholders, enter into agree- 
ments to have the proceeds distributed 
to them at a future date, or whether 
they secure an interest in the policies 
only when the actual transfer of the 
proceeds is subsequently made. In each 
of these cases it was held that the re- 
tention by the corporation of the owner- 
ship rights in the policies prevents the 
stockholders from realizing income when 
the premiums were paid, despite the 
existence of the stockholder agreement. 

Where, however, a trustee’s ownership 
of insurance policies on a corporate ofli- 
cer’s life has been on behalf of the 
stockholders, then it has been held that 
the proceeds received by the trustee and 
paid to the shareholders are received 





free of income tax as insurance proceeds, 
The Circuit Court in Doran, 246 F.2d 
934 (CA-9, 1957), revg 15 TCM 629 
(1956), so concluded after it found that 
the policies held by the trustees were 
equitably owned by the shareholders, 

In the Ducros case the Tax Court de- 
cided that the proceeds were taxable, 
not as a dividend under the rationale of 
the cases cited above, but on the theory 
that they were not proceeds of life in- 
surance. The court cited an old Supreme 
Court case, Connecticut Mutual Life In- 
surance Co., 94 U.S. 457, to the effect 
that unless the initial purchaser (the 
assured) of insurance on the life of an- 
other (the insured) has an insurable ir- 
terest in the latter’s life, the policy will 
not be a life insurance contract. The 
Tax Court acknowledged that although 
a corporation generally has an insurable 
interest in the lives of its officers, the 
Ducros situation was distinguishable be- 
cause here the policies weren’t acquired 
to protect the corporation’s interest. In- 
stead the corporation insured its officers 
under a plan which contemplated an 
almost immediate transfer of the policy 
benefits to the stockholders. In effect, the 
corporation’s ownership of the policy 
was only nominal, hence the inquiry of 
the court into the insurable interest of 
the stockholder-beneficiaries. Finding no 
insurable interest on their part, and find- 
ing further that the purpose of the in- 
surance was not to insure the corpora- 
tion against the hazard of an officer’s 
death, but rather to permit the distribu- 
tion of corporate profits to stockholders, 
the court held the policy a wagering 
contract. Proceeds of wagering contracts 
are not exempt from taxation. 

This inquiry of the court into the 
characteristics of an insurance policy 
for the purpose of determining the tax- 
ability of the proceeds and into the 
nature of the insurable interest required 
to prevent the policy from being merely 
a wagering contract seems to reach a re- 
sult at with the 
reached by other courts. For example, 
Corpus Juris Secundum sums up the rule 
as being that, “A stockholder of a corpo- 
ration has an insurable interest in the 
life of a corporate employee in charge 
of the corporate business.” (44 C.J.S. In- 
surance Section 209). 

The appears to have 
adopted the theory that the corporation 


variance conclusion 


Tax Court 


was originally and temporarily named 
the beneficiary of the policy in order 
to circumvent the insurable interest re- 
quirement. The opinion does not indi- 
cate whether or not the insurer would 
have issued the policy had the other 














the 
licy 
tax- 
the 
ired 
rely 
| re- 
sion 
ple, 
rule 
rpo- 
the 
arge 


In- 


rave 
tion 
med 
rder 
t Te- 
indi- 
ould 
ther 











stockholders been named originally as 
beneficiaries. Certainly insurers issue 
policies of that type in the common, 
garden variety type of stockholder’s cross- 
insurance plans. 

The Tax Court states also that, “mod- 
ern life insurance contracts usually pro- 
vide for the reservation in the insured 
of the right to change the beneficiary,” 
and lays great stress on the fact that here 
the corporation reserved the right to 
change the beneficiary without the con- 
sent of the insured, long after it had 
ceased to be the beneficiary. But the 
court ignores the fact that modern life 
insurance contracts usually permit either 
the owner or the insured to change the 
beneficiary. The corporation here could 
at all times, as owner, have made itself 
the beneficiary. 


Casale resurrected? 


Did the court base its decision on a 
theory that the stockholder-beneficiary 
was the equitable owner of the policy? 
This would explain the concern with 
insurable interest; it would also imply 
a reversion to the line of thought ex- 

ilified by Casale, (26 TC 1020, revd 
a4, F.2d 440, CA-2). It would again be 
treating the corporation as “no more 
than a conduit running from the insurer 
-” (page 1025 of Casale 
opinion). If the court considers the tax- 
payer in Ducros, a_stockholder-bene- 
ficiary, the equitable owner of the policy, 


to petitioner . . 


then she should have been taxed on the 
premiums paid; of course, that issue was 
not before the court. 

Another odd facet of the Ducros 
opinion can also be explained by the 
theory that the court was under the in- 
fluence of its Casale rationale: if the 
stockholder beneficiary were the equi- 
table owner of the policy then the court 
could not adopt the dividend theory of 
the Golden and other related cases, for 
that would have meant recognizing the 
corporation as not only the owner in 
form, but also in reality. 

The IRS has announced (TIR-115 
December 8, 1958) that it would follow 
the court of appeals decision in the 
Casale case, in which the corporation 
was both the owner and the beneficiary 
of the policy and in Sanders v. Fox, 253 
F.2d 855 (CA-10 1958) and Prunier, 248 
F.2d 818 (CA-1 1957) in which the share- 
holders named the beneficiaries. But, 
these cases involved taxability of the 
premiums. The Service now has a victory 
with regard to the taxability of the 
proceeds. The result of the taxpayer's 
appeal of Ducros to the Sixth Circuit 
will be eagerly awaited. w 
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THE TAXATION OF INDIVIDUALS 


Personal tax problems. 





Bargain sale of appreciated property to 


charity has new tax-saving appeal now 


by M. R. SCHLESINGER 


The tax advantage of donating appreciated property rather than cash is substantial 


and widely recognized. The IRS itself in a 1957 ruling points the way to increase 


that already substantial advantage by means of a bargain sale to charity. Mr. 


Schlesinger sees that this increased advantage is likely to be very useful, and offers 


some practical suggestions to aid the practitioner who is recommending this tax 


saving plan to his client. 


ben YEARS AGO, OUR OLD CLIENT, 
George Gottrox, consulted us about 
his wish to make a $3,000 contribution 
to the Bonebreaker Hospital in which he 
was interested. At that time George told 
us that he owned 300 shares of General 
Dynastics stock, the value of which was 
then $3,000 but which had cost him only 
$1,000. 

We computed the out-of-pocket cost to 
George should he make his $3,000 con- 
tribution in cash by selling his 300 shares 
of General Dynastics. Had George sold 
the stock, his capital gain tax on the 
resulting $2,000 gain would have been 
$500. George, being in the 50% top in- 
come tax bracket would have saved taxes 
of $1,500. net 
pocket costs would have been $2,000, as 


follows: 


Therefore, his out-of- 


Proceeds of sale of 


300 shares $3,000 
Capital gain tax 

(25% of $2,000 gain) 500 
Gross out-of-pocket $3,500 
Less: Tax saving 

(50% of $3,000 deduction) 1,500 


Net out-of-pocket $2,000 


Back in 1955 we had suggested, how- 
ever, an improved plan, whereby George 
would contribute not cash but rather the 
300 shares in kind by assigning those 
shares directly to the charitable organi- 
zation. We had recomputed the out-of- 
pocket contribution as: 


Value of 300 shares ..... $3,000 
Less: Tax Saving 
(50% of $3,000 deduction) . 1,500 
Net out-of-pocket .......... $1,500 
We advised George Gottrox three 


years ago to make the contribution in 
kind, and we further advised him that 
there would be no gain taxable to him. 
In support of that advice, we relied 
upon a 1955 Revenue Ruling.! 


Tax benefit of bargain sale 


Under a late 1957 Regulation, however, 
there is an even further tax advantage 
to be gained by varying the program 
somewhat to make a bargain sale of se- 
curities (or other property) rather than 
an outright contribution of them. We 
discussed this with George Gottrox when 
he consulted us in 1958 about another 
the Bonebreaker Hos- 
pital. This time he was donating only 
$2,000; the recession made him a little 
less generous. As it happened, George 
owned a second block of 300 shares of 
General Dynastics. Its value was $3,000, 
cost was $1,000. We had therefore, sub- 
stantially the same situation that we 
had in 1955 except for the reduced 
amount of the gift. 


contribution to 


George himself suggested a contribu- 
tion in kind of 200 of those 300 shares 
and since he wanted to get out of the 
General Dynamics situation completely, 
he proposed to sell the remaining 100 
shares. We suggested that he sell the 


entire 300 shares to the charity for 
$1,000, that selling price being a bargain 
price and exactly equal to his cost of the 
entire block of shares. As a result of the 
modified plan, George was able to do 
two things: He effected his $2,000 con- 
tribution, having transferred $3,000 in 
value of stock for only $1,000, the differ- 
ence representing a charitable contribu. 
tion; and, he pocketed $1,000 in cash 
without the necessity of paying a capital 
gain tax on those dollars. 

At this point let us summarize the tax 
results of three alternative methods for 
George making that desired $2,000 con- 
tribution. 

For one thing, he could have con- 
tributed dollars after selling the entire 
300 shares of stock. This would result 
in a $500 capital gain tax. 

George could” have followed our ad- 
vice of three years ago by transferring 
to the charity the 200 shares in kind. 
Although he would have saved the $333 
capital gain tax on that 200 shares, he 
would have been out-of-pocket by a $167 
capital gein tax when he sold his last 
100 shares. 

Under the new plan, George could sell 
the entire block of 300 shares at a bar- 
gain price of $1,000 and have no capital 
gain tax. For example: 


Capital gain tax on sale of 


300 shares for $3,000 $500 
Capital gain tax on sale of 

100 shares for $1,000 $167 
Capital gain tax on sale of 

entire 300 shares for $1,000 $0 


Let us examine that latter “no tax” 
conclusion. Is there any possibility that 
the Commissioner might come in and 
adopt the position that in reality the 
client has sold, not his entire block of 
stock to the charity, but rather one-third 
thereof, having given away the other 
two-thirds? Might the Commissioner take 
the position that inasmuch as the stock 
was sold for only one-third of its value, 
only one-third of the basis attaches to 
the sale proceeds? If the Commissioner 
were to sliver the basis in that way, the 
result of George having sold the shares 
for $1,000 would be that only one-third 
of his entire $1,000 basis, or only $333, 
would be counted, and accordingly, $667 
would represent gain just the same as 
though George had sold the final 100 
shares for $1,000. 

In point of fact, that is exactly the 


position which the Commissioner 


adopted in a 1933 ruling in a situation 
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[Mr. Schlesinger is a partner in Gross- 
man, Schlesinger and Carter, Cleveland. 
This paper is based upon his remarks on 
this subject in the course of his one-day 
Fourteenth Annual Tax Seminar, relat- 
ing to current Federal tax developments. 
The Fourteenth Annual Tax Seminar 
was given in Cleveland, Dayton and 
Toledo under the joint sponsorship of 
the Cleveland, Dayton and Toledo Bar 
Associations.] 





involving a bargain sale of securities to 
a child.? (Incidentally, all of the authori- 
ties to which we shall refer involved 
private rather than charitable donees. 
We can assume quite safely that the 
situation to the donor-seller is the same 
whether he transfers to a private donee 
or to a charity. Surely he is no worse 
position taxwise for having transferred 
to a charity.) In that 1933 ruling the 
Commissioner ruled that the basis had 
to be slivered and that the father real- 
ized a gain even though the bargain sale 
price was no greater than his basis for 
the entire block. 

The Commissioner subsequently took 
the same position in the Fincke case, 
which was decided by the Board of Tax 
Appeals in 1939.83 The decision in that 
case was to the contrary, however, the 
Board adopting the view that where the 
entire block of stock is sold, the entire 
basis must be reckoned with. The Com- 
missioner of Internal Revenue formally 
acquiesced in that decision. 

A few years ago doubts arose respect- 
ing the basis which could be employed 
in these bargain sales and rumors started 
to spread respecting the Commissioner’s 
return to his unfavorable view in cer- 
tain private rulings. That brings us to 
November, 1957 when the Commissioner 
finalized his new Regulations on_ this 
problem. In example 3 of those Regula- 
tionst the Commissioner sets forth the 
situation which is the same as that which 
George Gottrox presented to us—a situa- 
tion in which a bargain sale is made for 
an amount exactly equal to the cost of 
the entire block of the stock. The Regu- 
lation concludes that thére is no gain on 
that type of transaction and also that 
the excess of the value of the property 
transferred over the bargain selling price 
represents a gift. Based upon that Regu- 
lation, we felt that we could safely 
advise George that his sale of $3,000 
1 Rev. Rul. 55-140, 1955-1 CB 297. 

* LT. 2681, XII-1 CB 93 (1933). 
*Reginald Fincke, 39 BTA (1939) app. dis. 
9/22/39; aeq. and prior non-acq. withdrawn, 


1939-2 CB 12. 
*Section 1.1001-1(e) (2) (1957). 


worth of stock for $1,000, that being his 
basis, would result in no taxable gain to 
him and also that the $2,000, being a 
gift to a charity, would be deductible as 
a charitable contribution. 

Now let’s vary the facts in a couple of 
respects. Assume the same $3,000 value 
and the same $1,000 cost. Let us assunie, 
however, that George had borrowed 
$1,000 and had pledged the stock to se- 
cure this loan. Let us also assume that in- 
stead of selling the stock for $1,000 in 
cash to the charity, he assigns it subject 
to his pledge and subject to the charity’s 
obligation to pay the loan. The only 
conservative course for us to assume is 
that a transfer subject to a loan is exact- 
ly the same for tax purposes as a sale 
for the amount of that loan—and this, 
incidentally, irrespective of whether the 
loan is assumed or whether the transfer 
is merely subject to that loan. I mention 
this variation in the facts, however, not 
in order to debate academically whether 
or not a transfer subject to a loan 
amounts to a sale for the amount of the 
loan proceeds, but rather out of regard 
for practicalities. Some charities, in point 
of fact, are not prepared to purchase se- 
curities or other property even at a bar- 
gain price without the necessity of going 
back to their Board of Directors and be- 
coming involved in a great deal of red 
tape. If that is the case, then the easy 
way to handle the situation is to have 
your client borrow an amount equal to 
the basis and then simply transfer the 
shares or other property subject to that 
loan. The tax effect, we can assume, will 
be identical with a sale for an amount 
equal to the loan proceeds. If your 
clients are like some of ours, and visit 
you the day after Christmas for the pur- 
pose of giving you almost a week to get 
their charitable contributions in order, 
you might welcome this alternative, 
quick-sale method. 

Now let’s vary the facts in one addi- 
tional respect. Let us assume that George 
Gottrox wanted to contribute 200 shares 
but had no desire, or, at any rate, no 
immediate compelling desire, to sell his 
remaining 100 shares. Even then it 
would be usually wise—although there 
might be some exceptions based on non- 
tax considerations—for George to make a 
bargain sale of the entire 300 shares 
rather than a contribution of only 200 
shares. The reason why a bargain sale is 


preferable from the tax standpoint to a 
mere contribution lies in this considera- 
tion: When a client asks you how to ob- 
tain dollars in pocket without having to 
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pay a capital gain tax on his securities 
which have appreciated substantially in 
value, other solutions which are avail- 
able put you in the position of discuss- 
ing with him the necessity of dying to 
accomplish his purpose. Many clients do 
not view this solution favorably. By 
virtue of this new Regulation, however, 
there is now an opportunity for clients 
to realize dollars in-pocket without the 
necessity of either dying or paying a 
capital gain tax. 

“Based upon what we have discussed, 
you will appreciate that two arithmetic 
principles should be kept in mind. In 
the first place, the selling price should 
equal basis, or, at any rate, should never 
exceed basis if no capital gain tax is to 
be paid. In the second place, the con- 
tribution deduction will equal the excess 
of the value of the contributed securi- 
ties over the low basis of those securities 
because the selling price presumably 
will equal that basis. 

Those two arithmetic principles in 
turn will govern you when determining 
how many shares a client should sell in 
order to effect his desired contribution 
deduction. A client should select for sale 
that number of shares, the unrealized 
gain upon which equals the amount of 
the contribution which he wants to 
make. Now lets relate that general prin- 
ciple to our George Gottrox situation. 
You will recall that George wanted to 
make a contribution of $2,000.00. Let’s 
assume that he had more than 300 shares 
of General Dynastics stock. He will 
select only 300 shares for purposes of the 
bargain sale, however, because the un- 
realized gain on 300 shares equals $2,- 
000,000 and it is $2,000 that he wants to 
contribute. He will be selling for an 
amount of equal to his basis and he will 
be contributing an amount equal to the 
unrealized gain.” ” 


95% of itemized returns 
show deduction for charity 


THE NUMBER of individual income tax 
returns on which taxpayers elected to 
itemize non-business deductions rose to 
18.5 million for 1956, an increase of 
1.6 million over 1955. Deductions for 
charitable contributions and also for 
taxes paid occurred on more than 95% 
of these returns. Interest paid was re- 
ported on 74% and 57% showed medi- 
cal or dental expenses. Of the $22.6 
billion of itemized deductions, $5.8 bil- 
lion was for taxes, $4.9 billion for chari- 
table contributions, $4.8 billion for in- 
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terest paid and $3.5 billion for medical 
and dental expenses. 

In 1956 for the first time, statistics are 
available on the number of personal ex- 
emptions claimed by the taxpayer and 
his spouse for age 65 or over. One of 
every 12 returns filed showed this age 
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exemption, a total of 6.3 million such 
exemptions claimed. Almost 5 million 
of these exemptions were claimed on 
returns with adjusted gross income of 
under $5,000, some of which were joint 
returns on which both husband and wife 
were entitled to the exemption. 


New decisions affecting individuals 





Payments for wife’s son are alimony if 
they satisfy her obligation. The 
Court held taxpayer was not entitled to 
deduct as alimony periodic payments 


‘Pax 


specifically allocable to the care and sup- 
port of his wife’s minor son, his stepson. 
The Tax Court reasoned that no ‘part of 
the payments allocated to the support of 
the child was to belong to the wife or to 
be used for her benefit. This court re- 
verses. If the payment satisfied her legal 
obligation to support, they inured to her 
direct benefit and would be taxable as 
alimony to her. The case is remanded to 
take proof on this point. Faber, CA-3, 
3/3/59. 


Can file jointly despite prior separate 
return; Regulation invalid (Old Law). 
The Regulations under the 1939 Code 
denied taxpayers the right to file a joint 
return if one of them had filed a sep- 
arate return and the time for filing had 
This Regulation, the 
holds, was invalid; it attempted to with- 


expired. court 
draw the right to file jointly given by the 
Code. [The 1954 Code specifically au- 
thorized filing a joint return within the 
period of limitations even though a 
separate return has been filed and vice 
versa.—Ed.] Werner CA-7, 2/20/59. 


Father who supplied less than half of 
children’s support, denied exemptions. 
Taxpayer, a sailor who had separated 
from his wife, made pay allotments of 
$910 in 1952 and $925 in 1953 toward 
the support of his two minor children 
who were in the wife’s custody. The 
court finds as a fact, based on the wife’s 
uncontradicted testimony, that she paid 
a total of $1,575 in each of the years on 
behalf of the children for medical and 
dental care, food, clothing, and insur- 
ance, and that the value of the lodging 
furnished the children $500 each 
year. Accordingly, the husband’s claim 
for the dependency exemptions is denied. 
Malinowski, TCM 1959-26. 


was 


Employee’s auto expenses were personal. 


Automobile expenses incurred by a cor- 
porate officer on behalf of his employer 
and claimed on his return as 
imbursed expenses are disallowed as 
ordinary necessary business 
penses. The court finds that the com- 


unre- 


and ex- 
pany transportation would have been 
available to the officer had he chosen to 
use it and concludes that his use of his 
own auto was based primarily on con- 
sideration of personal choice and con- 
venience, and not upon any necessity of 
office. The court also points out that the 
taxpayer failed to offer any evidence to 
the effect that, had he claimed reim- 
bursement for the expenses in question, 
he would not have been granted re- 
imbursement. Heidt, TCM 1959-31. 


Teachers denied tuition to get per- 
manent certification and travel cost of 
in-service credit. Taxpayers, husband and 
were music teachers in Buffalo, 
New York. They claimed the cost of a 
European vacation they both took in 
1952 and the costs of courses taken by 
the wife in that year. Both are denied. 
The husband justified his travel cost 
on the ground that to maintain his 
permanent license he was required to 
earn over ten-year period a specified 
number of credits for travel, education, 
civic activity, etc. He was granted several 
credits for his report on his European 
trip. This, he argued, was analogous to 
the summer school costs allowed a 
teacher in Hill, 181 F.2d 906. The court 
found the choice of travel as a way to 


wife, 


earn in-service credits was not ordinary, 
let alone necessary. The trip was in 
reality sight-seeing. The wife had had 
only a temporary teaching certificate and 
had informed that 
not be renewed; to maintain the posi- 


she been it would 
tion therefore she had to earn sufficient 
number of credits to qualify for a 
permanent certificate. Some credits were 
allowed for a course she took at Geneva 
during the trip and others for courses 
at Columbia University. The court char- 


acterized these costs as incurred to ac- 





quire a position, not to maintain it, 
and therefore found them  nonde. 
ductible. Siebold, 31 TC No. 103. 


*Practicing internist allowed deduction 
for course in psychiatry. A practicing 
physician specializing in internal medi- 
cine subjected himself to psychoanalysis 
as a means of obtaining training in 
analysis and techniques of psychiatry. 
The cost, nearly $9,000, paid as fees to 
his analyst, travel and other expenses, is 
held deductible on the ground that the 
study was taken, not for the purpose of 
becoming a specialist as a psychiatrist, 
but for the purpose of better carrying on 
his own practice as an internist. Watson, 
31 TC No. 102. 


Can’t deduct legal fees to avoid criminal 
tax prosecution. Taxpayer's partnership 
retained a firm of attorneys to defend 
him against possible criminal tax liabil- 
ity. Taxpayer was indicted for tax eva- 
sion, but subsequently had a heart at 
tack and was never brought to trial. 
Thereafter taxpayer paid the civil tax 
liabilitv. and also fraud penalties. The 
same firm of attorneys represented tax- 
payer throughout the criminal and civil 
proceedings and was paid a fee of $22, 
500 by the partnership. The district 
court held that the fee was not an ordin- 
ary and necessary expense of either the 
partnership or the partners. This court 
affirms. Brinson, CA-5, 2/26/59. 


Georgia sales tax deductible by dealer. 
The Georgia sales and use tax is im- 
posed upon the dealer, not the purchaser 
or consumer. Accordingly the tax is de- 
ductible by the dealer. Rev. Rul. 59-65. 


Trustee’s legal fees deductible as busi- 
ness expenses. The activities of a trustee 
of a testamentary trust over the period 
1913-1951 are deemed to be of sufficient 
scope constitute her 
being engaged in a trade or business as 
trustee. Legal fees incurred in connec- 
tion with lawsuits are held deductible by 
the trustee as an expense in the opera- 
tion of a business. No deduction is per- 
mitted however for the cost of law books 


and duration to 


purchased by the trustee for her per- 
sonal use. Est. of Barnhart, TCM 1959- 
42 


By failing to seek reimbursement officer, 
cannot convert corporate expenses into 
his own. Taxpayer, an officer and sales 
supervisor, is denied a deduction for un- 
reimbursed expenses incurred on be- 
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half of his corporation in maintaining 
good relations with his district and store 
managers, though he would have been 
reimbursed for such expenses had he 
claimed them from the corporation. 
Coplon, TCM 1959-34. 


* Medical expenses paid from joint check- 
ing account deemed paid equally. Hus- 
band and wife, who filed separate re- 
turns, paid out of a joint checking ac- 
count the cost of medical care of the 
husband, wife and children. Husband 
and wife had each deposited their sep- 
arate earnings into the account. Without 
discussing the grounds on which such a 
presumption is based, the IRS says that 
it will be presumed that expenses paid 
from the account are paid equally by 
the husband and wife for purposes of 
computing the medical deduction each 
is entitled to take. Rev. Rul. 59-66. 


Temporary rental of home will not de- 
feat non-recognition of gain. A taxpayer 
will be entitled to non-recognition-of- 
gain relief upon sale of his principal resi- 
dence notwithstanding the fact that he 
rented the residence to 
others prior to its sale. Rev. Rul. 59-72. 


temporarily 


Temporary rental doesn’t disqualify resi- 
dence for non-recognition of gain [Ac- 
quiescence]. Taxpayer, who had built a 
house for his own use and lived there 
for many years, upon being temporarily 
assigned to work abroad, leased it with 
the intent of eventually returning to the 
house. However, because of Federal rent 
control regulations, he was unable to get 
possession of the house upon his return 
and was compelled to purchase another 
home. He the house and 
claimed non-recognition on its sale on 
the ground it was his residence. The 
court agreed that the house sold was his 
residence in spite of the fact that it 
was temporarily rented out. Trisko, 29 
TC 535, acq. IRB 1959-10. 


sold old 


No gain recognized on additional Jand 
sold year after home. Taxpayer's prin- 
cipal residence was a property of 13 
acres. He purchased a new residence and 
shortly thereafter in 1950 sold the old 
one and only the three acres on which 
the house was situated. The remaining 
10 acres of unimproved land were sold 
in 1951. The Tax Court held that since 
the 10 acres were not taxpayer’s princi- 
pal residence in 1951, which was the 
effective date of the law allowing non- 
recognition-of-gain on the sale of a 


residence, taxpayer did not qualify. This 
court - reverses. The character of the 
premises is to be determined not as of 
the effective date of the law, but as of 
the year within which the taxpayer pur- 
chased a new residence. Bogley, CA-4, 
2/16/59. 


Theft loss allowed in part. Texpayer 
claimed a deductible theft, loss of a two- 
carat diamond ring. She did not inform 
the police nor make any effort to recover 
the property from the alleged thief, a 
cleaning woman, because of fear of 
being charged with false arrest. A friend 
of hers had been so charged under simi- 
lar circumstances. The court, applying 
the Cohan rule, allows a $500 deduction. 
Moser, TCM 1959-25. 


Casualty loss to residential property 
measured by drop in value. Two trees 
on taxpayer’s residential property were 
struck by lightning in 1953 and were com- 
pletely destroyed. Prior to their destruc- 
tion the court finds, the property had a 
fair market value of $67,500, while after 
the loss, the property was worth $62,500. 
The court allows taxpayer a casualty loss 
deduction of $5,000 in place of the 
$10,000 originally claimed. Horn, TCM 
1959-37. 


Theft loss accepted. Taxpayer claimed 
a theft loss of $3,300. He said that the 
money had been left overnight in an 
unlocked filing cabinet in his restaurant 
and was gone the following morning. 
Although the police were notified and 
investigated the complaint, they were 
unable to locate the money or determine 
whether or not a theft had occurred. On 
the basis of its observation of the wit- 
nesses, the court sustains 
claim. Meyers, TCM 1959-39. 


taxpayer's 


Lump sum retirement distribution was 
due to separation not termination. Tax- 
payer was a participant in his employer’s 
qualified retirement plan. On May 5, 
1955 new owners acquired the stock of 
the employer-corporation and voted to 
terminate the retirement plan as of May 
5 if a ruling could be obtained from the 
IRS that termination would have no ad- 
verse tax consequences. On July 26, the 
IRS gave a favorable ruling, and tax- 
payer received a lump sum distribution 
on August | in discharge of all his bene- 
fits under the plan. Taxpayer was ac- 
tually separated from his employer's 
service on June 1. Since the retirement 
plan had not definitely been terminated 
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on the date of his separation, the pay- 
ments to him two months later, are held 
to have been made on account of his 
separation from the employer's service 
and not because of termination of the 
plan. Accordingly the payments are tax- 
able as long term capital gain. Judkins, 
31 TC No. 104. 


“Retirement age” for sick pay exclusion 
determined for members of Armed 
Forces. A member of the Armed Forces, 
retired because of physical disability, 
may treat the disability retirement pay 
as excludible sick pay if received before 
he reaches “retirement age.” The Service 
has provided a table defining “retire- 
ment age” for such members. Rev. Rul. 
59-26. 


Sick pay of deceased employee not tax- 
able to beneficiary. Unpaid salary and 
death benefits, paid to the beneficiaries 
of a deceased employee are not wages 
subject to withholding of income tax. 
Furthermore, that portion of the com- 
pensation payment representing exclud- 
able sick pay for the period up to de- 
cedent’s death is not includible in the 
gross income of the recipient. Rev. Rul. 
59-64. 





“P’'m available for employment 


. . . I’m an Accountant. 
Of course, I’m registered 
at the MAXWELL 
AGENCY.’’ 





Typical of the many screened 
A tants, Bookk s and 
other office personnel 
able through Maxwell Em- 
ployment Agency. List your 
requirements. Expect unusually 
good results. 


MAXWELL 


employment agency 
130 W. 42 St., N.Y.C. 36, LOngacre 4-1740 

















INSURANCE 


“The difficult we do immediately. . . 
The impossible takes a little longer.” 
421 SEVENTH AVE., NEW YORK 1, N. Y 
Opposite Pennsylvania Station) 
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Getting the full income tax benefit when 


oil and gas properties become worthless 


by C. W. WELLEN and W. M. RYAN 


Careful planning is necessary if the investor is to obtain a full deduction when 


oil and gas properties, or the equipment used in developing them, become worth- 


less. Mr. 


Wellen and Mr. Ryan review the law on the allowability of such losses, 


pointing out the instances in which the Treasury position seems to be without 


foundation. They pay particular attention to the difficulties arising when oil prop 


erties and equipment are involuntarily converted, and to the problem, possibly 


unique to this industry, of handling income subsequently realized from property 


found worthless. 


Ss A PROPERTY IS WORTHLESS 
must be determined on the basis 
of facts known by the end of the taxable 
year, and not in the light of events 
occurring in later years.1 This point is 
well illustrated by the Chaparral Oil Co. 
case.2 In 1932 the Chaparral Oil Com- 
pany purchased an oil and gas term 
royalty covering land in Kansas. In 1935 
new developments established that the 
land was structurally below the water 
line of the adjacent field and thus ex- 
cluded trom commercial production. On 
advice of its geologist the taxpayer 
charged off its investment during the 
taxable year 1935 and claimed a loss de- 
duction, although it retained title to its 
royalty interest. In 1936 the taxpayer 
leased the same property to another oil 
company and received a bonus. In 1937 
the lessee completed a well from which 
the taxpayer received a small amount 
of royalty. In 1938 the well was aban- 
doned. The Board of Tax Appeals found 
that the taxpayer was justified in claim- 
ing a loss in 1935. Conversely, in a case 
in which another taxpayer overlooked a 
dry hole which proved his property 
worthless in a prior year, he was not 
allowed a loss deduction for a later year 
in which another dry hole confirmed 
the worthlessness.* 


In O.D. 375, a very early ruling, it 
was held that losses on account of oil 
properties becoming worthless are allow- 
able when “such interests prove worth- 
less, as evidenced by all wells drilled 
proving dry or failing after producing 
very small quantities of oil.” Thus, dis- 
position of title was not required. But, 
in 1926, S.M. 57005 was promulgated; 
it required cancellation of the lease or 
other relinquishment of title during the 
taxable year as a prerequisite to the de- 
duction. However, this latter position 
was not sustained by the Board of Tax 
Appeals,® which generally adhered to the 
more liberal rule contained in O.D. 375. 

The Revenue Service modified its posi- 
tion for the final time in 1928, G.C.M. 
38907 holding that formal disposal of the 
mineral interest is not required if its 
established by some 
other means. This more liberal rule, in 
many makes it difficult to 
definitely establish the year the loss de- 
duction should be claimed. Although the 
policy evidenced by S.M. 5700, in force 
for only a short time, was very sirict, 
it did have the virtue of certainty. 


worthlessness is 


instances, 


Is Form 927 Valid? 
The Internal Revenue Service re- 
quires that Form 927, Proof of Worth- 


lessness of Mineral Rights, be attached 
to the return of each taxpayer who 
loss from worthlessness. of 
mineral property and has not relip- 
quished his interest therein during the 
taxable year. This is an onerous require. 
ment. The form calls for a mass of de. 
tailed information relating to drilling 
and development activity on nearby 
property as well as the property in ques 
tion, maps, production figures, geologi- 
cal data, and other information.8 

A loss deduction is based upon facts 
available during the year for wi:ich the 
loss is claimed; and, if the claim was 
justifiable, a subsequent sale of or te. 
covery of production from the property 
cannot affect the previous deduction! 
Of course, a subsequent sale or produc- 
ing well would produce taxable income 
in the later year. 

Statutory depletion does not depend 
upon the existence of a cost basis—it 
has correctly been held that a taxpayer 
is entitled to percentage depletion even 
though the cost of the mineral interest 
was charged off as a loss in a previous 
year.19 Obviously, the claim of a loss de- 
duction could not affect the character of 
gain from a subsequent sale as between 
ordinary income and capital gain. Never- 
theless, in the event of a subsequent 
realization from mineral interests that 
were previously considered worthless, 
Form 927 requires the taxpayer to agree: 
(1) not to claim percentage depletion on 
subsequent production or bonuses to the 


claims a 


extent of the previous loss deduction; 
(2) to treat gain from any subsequent sale 
as ordinary income, rather than capital 
gain, to the extent of the previous loss. 
Such agreement appears to be wholly 
invalid, and not binding on the tax- 
payer in the least, although no court de- 
cision directly in point has been found. 
The form calls for a waiver of statutory 
rights without any consideration. Thus, 
the elements of a binding agreement are 
lacking and, except in a most unusual 
case, the elements of estoppel would not 


1 For an excellent discussion of the problems cov- 
ered in this paper see Bloomenthal, “Tax Treat- 
ment of Worthless Oil and Gas Property,” Pren- 
tice-Hall Oil and Gas Taxes (1956). See also 
Breeding and Burton, Taxation of Oil and Gas 
Income (Prentice-Hall, 1954). For a_ collection 
of cases on this subject see Frank, Wellen and 
Lipscomb, Cases and Muterials on Oil and Gas 
Taxation (Prentice-Hall, 1956). 

243 BTA 457 (1941), aeq., 1943 CB 4. 

* Pilot Royalty Co., 1 TCM 262 (1942). 

*2 CB 128 (1920). 

5 'V-1 CB 241 (1926). 

® See B. G. Adams, 5 BTA 113 (1926), acq., VI-l 
CB 1. But see Roy Nichols, 17 BTA 580 (1929), 
in which the Board refused to allow a loss deduc- 
tion on account of royalty interests which became 
worthless after dry holes were drilled, on the 
ground they were non-forfeitable mineral inter- 
ests. However, it appears that C. C. Harmon, | 
TC 40 (1942), revd. other grounds 323 U.S. 44 
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be present. The illegal agreement re- 
quired by Form 927 might very well be 
good ground for a taxpayer's failure to 
perform the considerable task entailed 
in filing it.11 


Must surface rights be worthless? 


If the fee owner acquired his interest 
in the minerals independently of his 
interest in the surface, by separate con- 
veyances at different times, a loss deduc- 
tion for the basis of the mineral interest 
may be taken in the year in which it 
is proved worthless.1* However, until 
recently the courts have uniformly held 
that, where the fee is acquired in one 
transaction, no loss deduction is allow- 
able at the time it is determined that 
the land is barren of minerals, even if 
the property was purchased primarily 
for its supposed mineral content.13 The 
theory has been that the loss deduction 
should only be allowed in case of com- 
plete worthlessness, and that where the 
surface still has value a discovery that 
the mineral interest is worthless causes 
a mere shrinkage in the overall value of 
the property and not a complete loss of 
a severable part.14 

In 1954 a view contrary to the earlier 
cases was announced by the court of 
claims in Pool.15 The decedent whose 
estate was involved had owned a one- 
half interest in a tract of Texas land at 
the date of his death, 
mineral lease. 


subject to a 
For estate tax purposes 
the mineral interest was valued separate- 
ly from the surface. Subsequent to the 
decedent’s death, the lessee drilled a dry 
hole on the premises and surrendered 
The executors of the estate 
thereupon claimed a loss deduction on 


the lease. 


account of the worthless mineral interest 
in the estate’s income tax return. The 
court of claims allowed the deduction, 
observing that it is the custom in oil- 
producing states to regard mineral in- 
terests as separate from the other rights 
in land. It was indicated that the sepa- 
rate valuation of the minerals in the 


(1944), overruled the Nichols case by implica- 
tion. 
*VII-1 CB 168 (1928). G.C.M. 3890 is still in ef- 
fect; it provides, in part, p. 170 
. Where there is no oil or gas in the land, 

the ‘oil and gas lease and royalty right relate to a 
non-existent subject matter and have absolutely 
no value. It would appear that the right to ex- 
tract oil and gas, or to share in the same when 
produced, becomes worthless when the subject 
matter of the right is found to be non-existent. 
It is believed that formal disposal of the valueless 
interest by sale or relinquishment should not be 
required as a pre-requisite to allowance of a loss. 
A careful prospect of the entire field which dem- 
onstrates that the same is barren of oil in com- 
mercial quantities may establish the absolute 
worthlessness of the investment in an oil and 
gas lease or royalty right . 

“... The fact of abandonment of development 

, like the showing of a dry hole, merely evi- 


estate tax return was further proof of 
how the interest was regarded. 

It is difficult to reconcile the Pool de- 
cision with the earlier ones on this ques- 
tion; it would seem that the case is au- 
thority for taking a loss deduction on 
account of worthless minerals under 
other circumstances, even though the 
taxpayer retains title to the surface. If 
a reasonable allocation of value between 
surface and minerals in an estate tax 
return will cause a separation of the two 
interests so that a subsequent deduction 
may be taken for the worthlessness of 
the minerals, it is believed that a rea- 
sonable allocation of value at the time 
of purchase, or perhaps in connection 
with some other event, should be just as 
effective for tax purposes. To hold other- 
wise is to admit that an allocation in 
connection with an estate tax return 
contains some magic incapable of pos- 
session by taxpayers in other instances. 


1954 definition of property 


The Pool result may ultimately pre- 
vail, due to the definition of “the prop- 
erty” contained in the 1954 Code. Sec- 
tion 614(a) provides that: “For the pur- 
pose of computing the depletion allow- 
ance in the case of mines, wells, and 
other natural deposits, the term ‘prop- 
erty’ means each separate interest owned 
by the taxpayer in each mineral deposit 
in each separate tract or parcel of land.” 

The mineral interest of a fee owner 
is clearly a under the defini- 
tion. If an election were made to aggre- 


“property” 


gate it with other mineral interests the 
agercgation would constitute a single 
“property,” not only for purposes of 
computing depletion, but for all income 
it seems to 
follow that the mineral interest of the 


tax purposes.16 Therefore, 


fee owner should be treated separately 
from his interest in the surface for all 


tax purposes, including determination 


of the time a loss may be deducted. 
Since aggregated mineral properties 
are treated as a single property for all 


dentiary, and where the interest is retained and 
development abandoned, the worthlessness of the 
interest must be established aliunde.” 

8 Form 927 also requires information as to: 1. 
Relinquishment of title, if any, by the taxpayer, 
or the lessee if the deduction relates to a royalty 
interest; 2. payment of ad valorem taxes; 3. at- 
tempts to sell the interest; and 4. indications of 
value at the date of acquisition and changes in 
such indications. 

® White Dental Mfg. Co., 274 U.S. 398 (1927); 
Chaparral Oil Co., 43 BTA 457 (1941). However, 
a sale very soon after the loss deduction was 
claimed would probably be taken as evidence that 
the claim was improper. 

10 Louisiana Iron and Supply Co., 44 BTA 1244 
(1941), acq. 1941-2 CB 8. 

11 The remote possibility of assertion of the pen- 
alty provided by Section 7203 of the Internal 
Revenue Code of 1954 should not be disregarded. 
12 See G.C.M. 22,106, 1941-1 CB 245. 
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income tax purposes, the Service takes 
the position that no loss may be claimed 
on account of abandonment of an aggre- 
gated property until the entire aggrega- 
tion is abandoned.17 However, it is at 
least arguable that a mineral interest 
which is abandoned or becomes worth- 
less is no longer subject to aggregation, 
and that, therefore, the loss may be 
claimed upon occurrence of the event 
establishing it.18 


The criteria of worthlessness 


In C. C. Harmon,® the Tax Court 
announced certain criteria to be fol- 
lowed in taking deductions for losses re- 
suiting from the worthlessness of oil 
and gas interests. These tests have been 
approved in Court of Appeals decisions 


‘as well as in later decisions of the Tax 


Court.2° Some of the Harmon rules 
were: 

1. Worthlessness may be due to: Ex- 
haustion of oil and gas underlying the 
property; the proven non-existence of 
oil and gas under the property; or the 
mere improbability that oil and gas in 
paying quantities will be found under 
the property. 

A loss may be secured if it is shown 
that there is no market for the property 
in question. 

3. It is not necessary that the tax- 
payer relinquish title to the property 
as a prerequisite to securing the loss de- 
duction. 

4. It is not necessary that there be 
drilling down to granite to establish the 
deduction for worthlessness. 

The mere possibility that produc- 
tion may be secured at some future time 
is not, in itself, sufficient ground for dis- 
allowing a loss deduction. 

These Harmon criteria are in essence 
a market value test. In the course of 
the opinion the Tax Court spelled this 
out, as follows: 


“ 


An oil and gas 
royalty interest, we think, like any other 
type of worthless 
some 


property, becomes 


upon the happening of event 


18 Louisiana Land and Exploration Co., 161 F.2d 
842 (CA-5 1947); Coalinga-Mohawk Oil Co., 64 
F.2d 262 (CA-9 1933), cert. den. 290 U.S. 637: 
Fred C. Champlin, 1 BTA 1255 (1925). 

14 As stated in the Louisiana Land and Explora- 
tion Co. case, 161 F.2d at 844: “If the taxpayer 
could take a deduction for the loss of each use 
to which he put his fee, he would be taking a 
deduction for the shrinkage in value of his as- 
set.” 

5127 Ct. Cl. 549, 119 F. Supp. 202 (1954). 

16 TRC 1954, Section 614(b) (1). 

17 Prop. Reg. Section 1.614-4(c). 

18 See French, my Oil and Gas Property and 
Aggregation,” 36 Tex. L. Rev. 745, 775 (1958). 
1 T.C. 40 (1942), revd other grounds 323 U.S. 
44 (1944). 

20 Louisiana Land and Exploration Co., 161 F.2d 
842 (CA-5, 1947); James Petroleum Corp., 24 


TC 509 (1955), affd 238 F.2d 678 (CA-2, 1956), 
cert. den. 353 U.S. 910; Finston, 15 TCM 1048. 
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[Mr. Wellen is a member of the law 
firm, Fulbright, Crooker, Freeman, Bates 
& Jaworski, Houston, with which Mr. 
Ryan is also associated. This paper, 
originally presented by Mr. Wellen at 
the McMurry College Tax Conference in 
May of 1958, was revised for this publi- 
cation to include changes made by the 
1958 Act.] 





which results in the loss of its sale value 
in the ordinary channels of trade and 
would cause a prudent and informed 
business man to eliminate it from the 
asset side of his balance sheet.”21 

The market value criterion of worth- 
lessness can be applied without great 
difficulty and with fairness to the tax- 
payer instances. However, 
where there is no active market, as is 
usually the case when property in the 
area has not become productive, the 
test becomes difficult to apply. 

Factors more objective than market 
value are emphasized in many cases. The 
most convincing event, other than re- 
linquishment of title, that will prove 
worthlessness is the drilling of one or 
more dry holes on or near the property. 
Such occurrence will usually be conclu- 
sive. In view of this, the taxpayer will be 
well advised to claim a loss deduction 
for the first year in which a dry hole may 
be said to have condemned the prop- 
erty. Postponement of the claim to a 
later year may result in the deduction 
being lost altogether, although the miti- 
gation of limitations provisions?? will 
often give relief to the taxpayer in such 
a situation. 


in many 


Events other than dry holes may be 
very significant in determining whether 
there is an allowable loss. The lessor has 
been allowed to write off the basis of 
his retained landowner’s royalty in the 
year the lessee surrendered the lease.?3 
A lessee has been denied a loss deduction 
where there was sufficient production to 
hold the lease, even though only a de 
minimus amount of oil was being re- 
covered.*4 holes 
having been drilled during the years in 
question, lessees have failed to uphold 
loss claims where they continued to pay 
delay rentals or drilled another well in 


Notwithstanding dry 


the following year.?5 

In Davis, 241 F.2d 701 (CA-7 1957), 
the taxpayer had acquired an interest in 
an oil and gas lease covering two sec- 
tions of land in October 1944. A dry 
hole on one of the sections was com- 
pleted by the taxpayer’s assignors in 


December 1944. In the same month, 


May 1959 


after drilling of the dry hole ceased, the 
assignors filed an application for a new 
lease on the two sections. The lease in 
which the taxpayer was interested ex- 
pired January 1, 1945, and he claimed 
a loss for that year. The Commissicner’s 
disallowance of the deduction was up- 
held by the Tax Court, in a memo- 
randum decision, on the ground that the 
taxpayer had failed to prove the prop- 
erty had not become worthless in 1944. 
However, the Court of Appeals reversed, 
holding that the loss was not realized 
until the lease expired on January 1, 
1945. 

The Davis decision does not seem in- 
consistent with Harmon, due to the fact 
that the operators felt the property had 
sufficient prospects to warrant acquisi- 
tion of a new lease at the end of 1944, 
regardless of the dry hole. But, the 
Seventh Circuit went on to indicate that 
a loss is not sustained before expiration 
of a lease unless there is a “definite 
abandonment”; this test seems overly 
strict and is out of line with the mar- 
ket value rationale applied in Harmon 
and cases following it. 


Was prior depletion inadequate? 


If the taxpayer has not recovered his 
full depletable basis in a_ producing 
property by the time it ceases producing, 
a claimed loss deduction may be dis- 
allowed by the Revenue Service on the 
theory that the taxpayer should have 
recovered his basis through depletion. 
Of course, if reserves have been esti- 
mated accurately there wil. be no un- 
recovered basis upon cessation of pro- 
duction. The taxpayer should review 
reserve estimates on each property an- 
nually, before filing his tax return, so 
that, on the basis of the most accurate 
information obtainable, the full allow- 
able depletion allowance may be 
claimed.?7 This will usually result in the 
full remaining basis being allowable as 
part of the depletion deduction in the 
final producing year, if not as a loss. 

A depletion allowance that was prop- 
erly computed on the basis of the best 
information available at the time can- 
not be retroactively revised in future 
years if subsequent developments prove 
that the original estimates were erron- 
eous; the remedy is to correct the re- 
serve estimate as of the beginning of 


the current taxable year.28 On the other. 


hand, if the depletion deduction was not 
based upon the most reliable informa- 
tion available, it would appear that such 
error could be corrected by either the 


taxpayer or the Revenue Service withip 
the applicable limitations period. 

Problems may also arise with respeq 
to depreciable property. The taxpayer 
ordinarily must recover his investmen 
in tangible lease and well equipmen 
through depreciation. However, ces. 
tion of production may give rise to ay 
abandonment loss. If the units of pro. 
duction method is utilized in computing 
depreciation the problem is almos 
identical with that encountered when , 
loss on account of depletable basis js 
claimed. In most cases the deduction 
should take the form of an accelerated 
depreciation allowance, rather than a 
loss. On the other hand, if depreciation 
is based upon the useful life of the 
equipment itself any unrecovered basis 
will usually be deductible as a loss in the 
final year Of production.?® 


Classification of the loss 


Once it is determined that an alloy. 
able loss has been sustained during the 
taxable year, it must be classified for tax 
purposes. Proper classification is neces 
sary in order to determine whether the 
loss is deductible in full, 7.e., an “or 
dinary” loss, or is subject to the capital 
loss limitations. Oil and gas interest 
may be stock in trade, property used 
in the taxpayer’s trade or business, or 
capital assets. 

A loss ‘from the worthlessness or sale 


of an oil and gas interest that has been § 


held by the taxpayer as part of his stock 
in trade is an ordinary business loss, 
and fully deductible from gross income. 
The same treatment should apply to 
loss from the worthlessness of a mineral 
property held for use in the taxpayer's 
trade or business. On the other hand, a 
loss from the sale or exchange of sucha 
property will fall within the provisions 
of Section 1231 of the Internal Revenue 
Code. Under that section such a loss is 
an ordinary loss, but before it can be de- 
ducted from gross income it must first 
be offset against any gains derived dur 
ing the same taxable year from the sale 
or exchange of other Section 1231 assets 
Oil and gas interests that are acquired 
primarily for development will usually 
fall within Section 1231. 

A mineral interest held by the ta 
payer as an investment may be classified 
as a Capital asset.3° If so, any loss from 
the sale or exchange of such interés 
would be subject to the capital loss lim: 
tations. Corporations may only offset 
capital losses against capital gains; other 
taxpayers are allowed to deduct capital 
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losses to the extent of capital gains plus 
$1,000.31 Capital losses that are not de- 
ductible in the year sustained may be 
carried over to the five succeeding tax- 
able years.32 

However, it may be that mineral in- 
terests, such as royalties, held by a tax- 
payer who is neither a dealer in such 
properties nor in the oil and gas busi- 
ness in the usual sense, are not capital 
assets. This would seem to follow from 
the decisions concerning rental prop- 
erty. The Tax Court has held repeatedly 
that the use of real estate for rental pur- 
poses constitutes use of the property 
in trade or business within the meaning 
of Section 1231.38 Even a single piece 
of rental property has been held to be a 
Section-1231 asset,34 although one Fed- 
eral decision is to the contrary.*5 In any 
event, a loss from the worthlessness of 
a mineral interest, even if it be classi- 
fied as a capital asset, is an ordinary loss 
as there is no “sale or exchange.’’36 


Involuntary conversions 


Since the worthlessness of oil and gas 
properties may often come about be- 
cause such properties have been de- 
stroyed in whole or in part, it is neces- 
sary to consider the portions of the In- 
ternal Revenue Code relating to in- 
voluntary conversions.37 While normally 
no gain will result when oil and gas 
properties beccme worthless, gain can 
result from the collection of insurance 
proceeds, damages and amounts pro- 
vided by contract. When gain is realized 
it becomes extremely important to de- 
termine if the gain may be deferred 
under the involuntary conversion stattte. 

The provisions relating to j 
conversions are containedg 
1033 of the 1954 Internal Re¥& 
Section 1033, undez certain c 
provides for the non-recognition % 
(but not loss) realized upon an invé 
tary conversion. If the property is co 
verted into money (or unrelated prop- 
erty), any gain would normally be recog- 
nized and taxed under general prin- 
ciples. But if the taxpayer within speci- 
fied time limits: (1) purchases other prop- 
erty similar or related in service or use 


211 TC at 56. 

“IRC 1954, Sections 1311-1315. 

* Pool, 127 Ct. Cl. 549, 119 F. Supp. 202 (1954). 
The Court of Claims stated, pp. 203, 204: 
“Hence, when those who are in the oil business 
have decided that there is no reasonable prospect 
of finding oil on the owner’s land, his mineral 
interest has, in fact, disappeared.” See also, 
Richard B. Lack, 15 TCM 1169, (1956). 

* Macon Oil & Gas Co., 23 BTA 54 (1931). 
*®A.T. Jergins Trust, 22 BTA 551 (1931), affd 
other grounds 288 U.S. 508 (1933); A. L. Huey, 
4 BTA 370 (1926). 

*L. M. Fischer, 14 TC 792 (1950). 


to the property converted, or purchases 
control of a corporation owning such 
property, and (2) so elects, then any 
gain realized on the involuntary con- 
version is recognized only to the extent 
that the proceeds exceed the cost of the 
new property. To the extent that gain is 
recognized, it will usually be taxed under 
Section 1231. Therefore, the recognized 
gain on a conversion which qualifies for 
Section 1231 treatment must be com- 
bined with all other Section 1231 trans- 
actions. If total Section 1231 gains ex- 
ceed total Section 1231 
gain is treated as long-term capital gain; 
if total Section 1231 losses exceed total 
Section 1231 gains, then the net loss is 
treated as an ordinary loss.38 


losses, the net 


The first question is what is an invol- 
untary conversion within the meaning 
of Section 1033? An involuntary conver- 
sion results from the total or partial 
destruction of property or from theft, 
seizure, requisition or condemnation or 
disposition under threat or imminence 
thereof.39 

Normally it will be easy to determine 
whether a specific loss comes within this 
definition. Indeed there are few rulings 
or decisions in the area. 

One relevant decision, Walter A. Hen- 
shaw,49 arose under the 1939 Code but 
should be equally applicable to a simi- 
1954 
Code. Henshaw was a member of a part- 


lar problem arising under the 


nership engaged in the business of drill- 
ing wells and producing oil and gas 
under leases owned by the partnership. 
He and his partner sued the owner 
of a recycling plant in the area where 
the partnership had producing leases, 
‘sing negligent injection of gas re- 
ing in damage to the underlying 
hcls and causing potential oil produc- 
















cit to be reduced. A judgment for dam- 
for negligent injury to the oil and 
place was recovered, no award 
¥ made for loss of profits. Since the 
pruperty had a zero basis, the entire re- 
covery was gain, and Henshaw reported 
it as capital gain under Section 117(j). 
The Commissioner claimed it was ordin- 
ary income under Section 22(a), alleging 
that, although Henshaw’s oil was made 


*7See Reg. 118, Section 39.23(m)-9(a), (b); 
Prop. Reg. Section 1.611-2(c). 

28 Philadelphia Quartz Co., 13 BTA 1146 (1928), 
non-acq., VIII-2 CB 69. 

*” The Regulations under Section 167 should be 
consulted when a specific problem arises; there 
are many differences in treatment, depending 
upon whether the specific item, group or com- 
posite method of depreciation accounting is used. 
8° See IRC 1954, Section 1221, defining the term 
“capital asset.” 

%1 IRC 1954, Section 1211. 

82 IRC 1954, Section 1212. 

%3 F.g., Henry L. Stern Trust, 26 TC 1213 (1956); 
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inaccessible by the negligent operation, 
there was no proof that it had actually 
been destroyed. 

The Tax Court held that the amount 
Henshaw received was compensatory 
damages for the involuntary conversion 
of real property used in Henshaw’s trade 
or business, and that the gain was sub- 
ject to treatment as capital gain under 
Section 117(j). It was held that the ren- 
dering of the minerals inaccessible “‘de- 
stroyed” them within the meaning of the 
statute. Since Henshaw’s entire recovery 
was for damage to the oil and gas in 
place, the Court permitted the taxation 
of the whole amount as capital gain; 
however, it was indicated that any re- 
covery for loss of profits would have 
been taxable as ordinary income. There- 
fore, in such cases, it would seem that 
only the portion of damages allocated 
to destruction of oil and gas in place 
would constitute gain from involuntary 
conversion. 

A question similar to that raised in 
the Henshaw case was presented in Rev. 
Rul. 56-436.41 There, payments were re- 
ceived from the United States Govern- 
ment as compensation for damages to 
mineral rights in lands which were 
dam 
project. It was ruled that such pay- 
ments constituted amounts received from 


inundated in connection with a 


the involuntary conversion of property 
1033; and, it was held 
that the gain was eligible to be treated 


within Section 


as long-term capital gain under Section 
1231, provided the mineral rights were 
held in excess of 6 months and recipient 
was not a dealer in such property. 


1954 like-kind test 


To qualify for non-recognition under 
1033 
must be converted into property similar 


Section the taxpayer's property 


or related in service or use to the prop- 
erty so converted. There is, therefore, 
a comparison of the new property with 
the old property. The requirement that 
the successor property be similar or re- 
lated in service or use was first set forth 
in the Revenue Act of 1921,4% the first 


statute incorporating the involuntary 


conversion principle. Neither the Regu- 


John D. Fackler, 45 BTA 708 (1941), affd 133 
F.2d 509 (CA-6, 1943). 

* Rosalie W. Post, 26 TC 1055 (1956). 

*5 Grier, 120 F. Supp. 395 (D.C. Conn. 1954), 
affd 218 F.2d 603 (CA-2, 1955). 

36 See IRC 1954, Section 1211. 

87TRC 1954, Section 1033; see also Section 1231 
as to treatment of recognized gain in the case of 
an involuntary conversion. 

88 IRC 1954, Section 1231(a). 

9 IRC 1954, Sections 1033(a), 1231(a). 

so 23 TC 176 (1954), acqg., 1955-1 CB 5. 

41 1956-2 CB 520. 

42 Rev. Act of 1921, Sec. 214(a), 234(a) (14). 
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lations interpreting that statute nor sub- 
sequent Codes or Regulations have 
amplified the phrase “similar or related 
in service or use,” although the Regula- 
tions under both the 1939 and 1954 
Codes provide that there is no invest- 
ment in property similar in character 
and devoted to a similar use if: The 
unimproved real estate, 
taken upon condemnation proceedings, 
are invested in improved real estate; or 
the proceeds of conversion of real prop- 
erty are applied in reduction of in- 
debtedness previously incurred in the 
purchase of a leasehold; or the owner of 
a requisitioned tug uses the proceeds to 
buy barges.43 


proceeds of 


Technical Amendments 
195844 broadened the rule as to 
real property held for productive use in 


However, the 
Act of 


trade or business or for investment. Sec- 
tion 1033 was amended to provide that, 
involuntary 
real property, 


conversions of such 
property of a like kind 
shall be treated as property similar or 


as to 


related in service or use to the property 
This incorporates the 
like-kind test of Section 1031 (providing 
for tax-free exchanges of property held 
for productive use or investment) into 
involuntary 


so converted.45 


conversions of business or 
real The 
received a 


investment 
“like kind” much 
broader construction than that placed on 
“property similar or related in service or 
use.” Thus, under the new provision, for 
example, the 


property. words 


have 


proceeds of involuntary 
conversion of qualifying unimproved 
real estate may be invested in improved 
real estate without causing gain to be 
recognized.+6 

The word similar by definition means 
“nearly corresponding; resembling in 
many respects; somewhat like; having a 
general likeness.”47 The word related, 


defined through the relation, 
any aspect or quality which can 
be predicated only of two or more things 


taken 


noun, 
means “ 
together. those aspects in 
which things have to do with one an- 
other, from the 
general point of view of interest, effi- 
ciency, 


considered especially 
or purpose.”’48 


Equipment lost in well 


While Sections 1033 and 1231 of the 
Code apply to personal property as well 
as to real property used in oil and gas 
operations, no case or other authority 
has been found concerning the applica- 
tion of these principles to personal 
property. 


This does not mean, however, 
that problems do not exist with respect 
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to the involuntary conversion of per- 
sonal property in oil and gas operations. 
In fact, such problems arise daily. For 
example, if tools used in drilling a well 
are lost in the hole, are gains or losses 
attributable to the loss of such tools 
eligible for treatment under Sections 
1033 and 1231 of the Code? If the tools 
are insured, and if the insurance pro- 
ceeds received exceed the taxpayer's basis 
in the tools, a gain will be realized. If 
the loss amounts to an involuntary con- 
verision of the tools within the meaning 
of Section 1033 such gain will not be 
taxable if the insurance proceeds are 
invested in other property similar or 
related in service or use to the prop- 
erty lost in the hole. 

Similarly, a question can arise with 
respect to rented tools. The rental of 
specialty tools for drilling oil wells is 
very common in the oil and gas industry. 
Such rental agreements usually provide 
that if tools are lost in the hole or 
destroyed the lessee shall pay the lessor 
a sum of money equal to the value of 
the tools so lost. Very often these pay- 
ments will exceed the lessor’s basis in the 
tools. Thus, it will be important for the 
lessor to determine whether such loss 
of the tools qualifies as an involuntary 
conversion under Section 1033. 

Section 1033 applies only where prop- 
erty is involuntarily converted as a re- 
sult of in whole or in 
part, theft, seizure, or by exercise of the 
right of eminent domain or by threat 
of such exercise. Since the loss of drilling 
tools or equipment in the well clearly 
does not result from theft, seizure, requi- 


its destruction 


sition, condemnation or threat or im- 
minence thereof, such losses will qualify 
as involuntary conversions only if they 
result from the destruction in whole or 
in part of the property. Usually it is not 
known whether tools lost in the hole 
have been destroyed. All that is known 
is that they cannot be retrieved for fur- 
ther use. 

that loss of the 


tools in the hole amounts to their de- 


Even if we consider 


*8 Section 1033(a)-2(c) (9). 

‘* Public Law 85-866, Sept. 2, 1958, effective for 
taxable years beginning after Dec. 31, 1953, and 
ending after Aug. 16, 1954. 

IRC 1954 (as amended), Section 1033(g). 

© S. Rep. No. 1983, 85th Cong., 2d Sess. (1958). 
‘7 Webster’s New International Dictionary of the 
English Language, Unabridged, (2d Ed. 1948), 
p. 2340. 

*S Ibid. p. 2102. 

‘8 Houston Oil Field Material Co., Inc., C.A. No. 
859 (W.D. Tex., Austin Div., 1956), revd on an- 
other point 252 F.2d 357 (CA- 5, 1958). 

50 Jones v. Smith, 193 F.2d 381 (CA-10, 1951), 
cert. den. 343 U.S. 952. 

51 Cf. Walter A. Henshaw, 23 TC 176 (1954), 
acq., 1955-1 CB 5, where the Tax Court held that 
oil in place was “destroyed” when negligent in- 
jection of gas rendered it inaccessible. 


struction, the Government has taken the 
position that such losses are not losses 
from involuntary conversion unless jt 
can also be shown that they arise from 
fire, storm or other casualty.49 The Goy. 
ernment maintains that loss of tools ip 
the hole is a hazard which is assumed jn 
the oil industry and that loss of tools in 
the course of normal operations should 
therefore not be considered as an ip. 
voluntary conversion—it is only when 
such loss results from an “act of God” 
that the Government is willing to admit 
that an involuntary conversion has oc. 
curred. It has been held that a loss from 
a cave-in during the course of drilling 
a well is not of such extraordinary oc- 
currence that it may appropriately be 
catalogued as a “casualty.”’5° 

It would seem that requiring the loss 
to result from fire, «torm or other casual- 
ty is imposing conditions which are not 
warranted by statute or Regulation. 
Therefore, if the loss of the tools in the 
hole can be considered as a destruction 
thereof (and the writers believe that 
such loss does 
of the tools),51 any gains realized from 
the loss of such tools should qualify for 
treatment under the 
version provisions of the 


amount to the destruction 


involuntary con- 
A net 
loss resulting from loss of tools should 


Code. 


be deductible as a business loss or ex- 
pense, whether or not it results from in- 
voluntary conversion. 


Conclusion 


There are many pitfalls to be avoided 
is to qualify for a deduc- 
tion for loss when a mineral interest (or 
properties used with a 
mineral interest) worthless. 
There are equally as many pitfalls to be 
avoided in claiming the advantages of 
the involuntary conversion provisions of 
the Code if gain should be realized asa 
result of a mineral interest or 
ties used in therewith be- 
coming wholly or partially worthless. It 


if a taxpayer 


in connection 
become 


proper- 
connection 


has been the purpose of this paper to 
point out the more important of these 
problems. While some of the difficulties 
relating to the tax treatment of worth- 
less mineral property are unavoidable, 
many problems can be avoided by alert 
tax planning. If the taxpayer constantly 
will revise his estimates of reserves so as 
to claim the maximum annual depletion 
and depreciation, and if he will claim a 
loss from worthlessness in the first year 
such loss manifests itself, the difficulties 
discussed will be greatly mini- 
mized. w 
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NEW DEVELOPMENTS IN 


Tax-exempt 


AND RELATED MATTERS 


Popularity of Pomona Plan 
may threaten tax benefit 


[AX MEN HAVE LONG been aware of the 
financial benefit to a prospective donor 
if, instead of leaving funds to charity 
in his will, he makes a gift during his 
life, retaining the right to the income. 
He, rather than his estate, gets the bene- 
fit of the tax deduction and the tax 
literature contains many examples of the 
increase in spendable income achieved, 
even by those in moderate tax brackets. 
See, for example, the article by Dwight 
Rogers (9JTAX230) detailing the sav- 
ings available in the 20% bracket. These 
plans are frequently referred to as 
“Pomona” plans after Pomona College, 
California, which was one of the origina- 
tors and which obtained a series of IRS 
rulings establishing the tax effects. 


Johns Hopkins incident 


\ good many college and church in- 
stitutions have been either accepting 
such gifts or actively seeking them. How- 
ever, the recent public announcement 
by Johns Hopkins of such a gift was 
the occasion for some public questioning 
of the wisdom of such a policy by other 
heads who feared that wide- 
spread use might lead to action by Con- 


gress to end the advantage. The pro- 


college 


ponents however, see nothing funda- 
mentally wrong here. The institutions, 
they point out, are not using their ex- 
empt status unfairly (the charge against 
leasebacks and feeder businesses); the 
donor has made a real gift of a valuable 
remainder interest and should be al- 
lowed a deduction for it. 


Ruling had been obtained 


he president of Johns Hopkins Uni- 
versity, Baltimore, Dr. Milton S. Eisen- 
hower announced that it had received 
a ruling from the IRS covering its plan 
under which the property given to the 
University is sold and the funds re- 
invested in tax exempts. The income is 
paid to the donor for life and at his 
death the corpus goes to the University. 
Dr. Frank H. Sparks, president of the 


«¢ 


institutions 





Council on Financial Aid to Education 
commented that educational institutions 
are somewhat hesitant about the plan be- 
cause they feared if it were to be used 
by a great number of institutions it 
would quickly become a target for cor- 
rective legislation. Secondly, he said, 
“This plan offers a type of support that 
is always deferred. Colleges generally 
are preoccupied with the urgent need of 
immediate resources.” 


Tax treatment of the Pomona plan 


The plans on which Pomona College 
obtained rulings required the creation of 
a trust and did not specifically provide 
for the investment of the corpus in tax 
exempts. Presumably that question was 
left to the discretion of the trustee who 
could determine its advisability in the 
light of income needs, investment oppor- 
tunities and other taxable income of the 
donor. The ruling on that plan, (See 
Para 6807, 586 CCH) addressed to the 
trustee said, ‘““The contract provides for 
[a] transfer to you to hold in an 
irrevocable trust and pay the entire in- 
come from the trust fund to the grantor 
for life, and to a secondary beneficiary 
for life if one survives the grantor. 

“The contract provides further that 
the trust shall terminate upon the de- 
cease of the last survivor of the grantor 
and the secondary beneficiary, and the 
principal and any undistributed income 
shall become a part of the general funds 
of the College. 

_ the grantor will be entitled to 
deduct the value of the re- 
. . property which 
he transfers to you to hold in an irrevoc- 
able trust pursuant to the terms of the 
contract, in computing his taxable in- 
come for the taxable year in which the 
property is transferred in trust... . 


present 
mainder interest in . 


“The grantor will not realize gain or 
loss upon transfer of property to the 
trust though the property has 
appreciated in value since the date of 
acquisition by the grantor. (See last para- 
graph, Rev. Rul. 55-275, CB 1955-1, 295). 

“Since under the 


even 


instrument sub- 


mitted the grantor has retained a life in- 
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terest in the income of the trust, he will 
remain the “owner” of a portion of the 
trust within the meaning of Section 
677(a) of the 1954 Code. To the extent 
that the current net income of the trust 
which is payable to the grantor (or 
secondary beneficiary) consists of tax 
exempt interest, such income will be tax 
exempt in the hands of the recipient. 
“Capital gain realized on sale of the 
property contributed to the trust will 
not be taxable to the grantor if it is 
added to principal for future distribu- 
tion to the remaindermen (Pomona Col- 
lege). Such capital gain will be includ- 
ible in gross income of the trust. How- 
ever, the trust will be entitled to a de- 
duction under Section 642(c) on its re- 


New decisions 





* Organization to aid young entertainers 
not exempt. The orchestra leader Horace 
Heidt conducted a Youth Opportunity 
Program designed to permit young en- 
tertainers to develop their talent. He 
sent talent scouts in advance of his show 
to give auditions and arrange advance 
publicity. When he organized the tax- 
payer-foundation, these activities were 
transferred to it. The foundation then 
assisted the young entertainers who were 
selected to tour in the show. They were 
given a salary, provided a place to live, 
and helped with their educations. The 
foundation also made numerous chari- 
table contributions. The court denies the 
taxpayer’s claim to exemption as a 
charitable foundation. The class of bene- 
ficiaries was probably not broad enough 
to qualify as charity. Further, many of 
the activities of the foundation were of 
aid to Heidt’s business in that it fur- 
nished him with a source of performers 
for his show. Thus it can be said that the 
earnings of the foundation inured to 
his benefit. Horace Heidt Foundation, 
Ct. Clms., 3/4/59. 


Trust is charitable despite inclusion of 
word “benevolent” in powers. Decedent's 
will provided for the payment of the 
residue of the estate to a corporation 
to be formed for charitable, ‘“benevo- 
lent” and other purposes. The Commis- 
sioner contended that the corporation 
might use its property for benevolent 
purposes which would be outside the 
powers of an exempt charitable corpo- 
ration and denied a deduction to the 
estate. The court finds it well settled 
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that, when the intent of the testator is 
clear, the mere use of the word “benevo- 
lent” will not destroy the right to the 
deduction. Gifford, DC N. Y., 12/9/58. 


Fund-raising organization can’t qualify 
as “hospital.” An organization which 
raises funds needed by public agencies 
hospitals for of 
children and which, as a secondary ac- 
medical treatment 
center does not qualify as a “hospital” 
for the additional 10% 
charitable deduction. Rev. Rul. 59-27. 


and care crippled 


tivity, operates a 


purposes of 


Cemetery’s perpetual care funds tax- 
able, not set apart in trust. A Pennsyl- 
vania statute requires cemetery corpora- 
tions to set aside at least 10% of their 
receipts in a perpetual care fund. Pur- 
suant to the statute, taxpayer’s by-laws 
provided for the creation of such trust, 
but in fact no funds were set aside for 
this purpose. Since taxpayer enjoyed the 
unrestricted use of the funds by failing 
to observe this requirement, the District 
Court held it was taxable on the full 
amount received. This court affirms. 
Green Lawn Mem. Park, CA-3, 1/9/59. 
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Inspection of books permitted; fraud 
is reasonably suspected. A Special Agent 
here obtained a court order for the in- 
spection of corporate records for the 
years 1953-56. While some of these years 
would otherwise be barred by the limita- 
tions statute, the court finds that the 
Agent had a reasonable ground for sus- 
pecting fraud in the large cash trans- 
actions in U. S. Treasury bonds carried 
on by one of the officers. However, the 
court refused to order the president to 
answer a number of questions on which 
he had claimed the Fifth Amedment. 
Alexander, DC Calif., 6/16/58. 


Fraud in intentional diversion of cor- 
porate funds. Taxpayer, the sole owner 
of a siphoned off the 
corporate surplus by drawing cash pay- 
roll checks exceeding the actual pay 
roll, appropriating receipts from cor- 


corporation, 


porate sales of scrap and depositing in 
his personal bank account repayments 
of corporate loans. He also charged his 
personal purchases to various corporate 


New fraud and negligence decisions 


expense accounts. The Tax Court held 
that the record established a pattern of 
activities indicating that taxpayer 
omitted from his income corporate dis. 
tributions and other items with the jp. 
tent to evade taxes. This court affirms, 
but remands for specific findings op 
three items. Lowy, CA-2, 2/2/59. 


Failure to sustain burden of fraud bars 
assertion of deficiencies. A government 
employee conceded that during 1945. 
1949, he gambled extensively. He did 
not report the gambling on his returns 
because his losses exceeded his gains, and 
it was his understanding, (which was 
clearly erroneous), that it was unneces 
sary to reporf* the loss. The Commis. 
sioner determined unreported taxable 
income by the net worth and bank de- 
posits methods, but the court finds the 
Commissioner failed to sustain his bur. 
den of proving the returns fraudulent so 
that all the defiiciencies and additions 
to tax are barred by the statute of limi- 
tations. Powell, TCM 1959-36. 
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UMULATIVE INDEX TO CURRENT TAX LITERATURE 


his cumulative index of all significant current practical tax material 


published monthly. It covers books, periodicals and pamphlets pub- 


ished during the past four to six months (including The Journal of 


Faxation). It includes a subject index; index to cases, Rulings and 


ode sections; author index, and will in January and July include a 


ist of names and addresses of all publishers whose material is in- 


exed. References which are removed after six months will ultimately 


be published in pamphlet form, cumulating for several years. 


ENERAL—BOOKS 

rvin J W ed., 1958 Major Tax Plan- 
ning, Matthew Bender Co., (Albany, 
1958) $14.50. Papers delivered at the 
University of Southern California 
School of Law Annual Institute on 
federal Taxation. 

Lira A & Beck D, Tax Avoidance 
vs. Tax Evasion, The Ronald Press 
Co. (New York, 1958), 220pp, $10 
($8.50 on subscription) (‘Tax Prac- 
titioners Library). Features charts of 
avoidance techniques litigated and 
findings. 

ees R S, Arms Length Trans- 
actions. The Ronald Press Co., (New 
York, 1958) 169pp. $10.00. (Tax 
Practitioners Library). Features 
charts setting forth taxpayer's argu- 
ments in each case opposite the find- 
ing. 

B ~~ R S, Sound Business Purpose, 
'The Ronald Press Co. (New York, 
» 1958), $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
taxpayer’s arguments in each case 
| opposite the finding. 

fahon J J, Ed., Working with the Rev- 

enue Code-1958, American Institute of 
CPAs (New York, 1958), 238pp. Com- 
ments, brought up to date from 
Journal of Accountancy Tax Clinic 
1954-1958. 

Wontgomery’s Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 

5 1300pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 
men 

Musselman R, Alexander’s Federal Tax 


© Handbook, The Michie Co. (Char- 
i) lottesville, 1958) 1261pp. $20.00 
pRabkin & Johnson, Current Legal 
| Forms with Tax Analysis, Matthew 
Bender & Co., (New York) 4 vol., 
(loose-leaf) $75. Legal forms, with 


special emphasis upon the alternatives 
dictated by tax saving opportunities; 
covers partnerships, employment and 
compensation, corporate organization, 
sale of goods, business and stock sales, 
credit and finance, estate plans, wills 
and will clauses, husband and wife, 
F trusts, charities. 
| 


mma, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
1958), 131pp, $10 ($8.50 on subscrip- 
tion) (Tax Practitioners Library) 
charts of justification of attempted 
assignments and findings 

0958's Majer Income Tax Act—Law 
and Explanation, Commerce Clearing 
House (Chicago, 1958), 128pp, $1.50 
Morporation 1959 Filled-in Tax Return 
Forms for 1958 Income, Commerce 
5 Soaring House (Chicago, 1958), 56pp 
$2.00 

dividual’s 1959 Filled-in 
Forms for 
Clearing 

| pp $1.00 
deral Taxes 1959, Commerce Clearing 
House (Chicago, 1958), 1,248pp $17.50 
Jer Ideas Manual, Prentice-Hall, (En- 
ieee Cliffs) 1958, 1280pp 


Tax Return 
1958 Income, Commerce 
House (Chicago, 1958), 


indexes 

msolidated Index to proceedings of 
New York University Institute on 
Federal Taxation, 5th through 16th. 
ae and Company, (Albany, 1958), 
o4lpp. 

‘unulative Index 1948-1958 Tax In- 
stitutes University of Southern Cali- 
fornia School of Law on Major Tax 
Planning, Banks and Company, (AlI- 
bany, 1959). 

ACCOUNTING—BOOKS 

creenfield H & Griesinger F K, Sale- 
Leasebacks and Leasing in Real Estate 
and Equipment Transactions, Mce- 
Graw-Hill (New York, 1958), 107pp, 





$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 

ACCOUNTING—ARTICLES 

Summary of IRS position on leases with 
option to buy, Schaff D, 27Control70, 
Feb59, 2pp 

change of method 

Analysis, criticism of proposed Regula- 
tions especially adjustments required 
of taxpayers with inventories who 
erroneously used the cash basis. Shan- 
non G F 10JTAX94, Feb59, 4pp 

reserves 

Supreme Court, which has granted certi- 
orari on dealer’s reserve cases, should 
find withheld amounts are properly 
accounted for as income only when 
available, 34NYULR315, Feb59, 8pp 

ALIMONY 


IRS announces it will separate identifi- 
able child support from alimony, 10 
JTAX184, Mar59, Ip 

ANNUITIES 


Intra-family sale of assets for an an- 


nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B S & 
Lynch W B, 13CLUJ14, Winter58, 
12pp 
AUTHORS 


Author has few specific tax advantages 
but cases show some success. in 
spreading burden, translating income 
into capital gain, Bierman J D, 1957 
SymPrinceTaxIns95, 22pp 

How to spread author’s income hack as 
well as forward, Gelband J F, 10 
JTAX105, Feb59, 4pp 

CAPITAL GAINS AND LOSSES 


Factors courts consider in deciding 
whether property is held for sale to 
customers or is a capital asset with 
special reference to real estate, Herz- 
berg A, 37Taxes155, Feb59, 9pp 

What is sale? Cases on cancellations, 
extinguishments, collected & analyzed, 
Levy P A, 10JTAX212, Mar59, 5pp 

Brief comments summarizing the meth- 
ods available for converting into capi- 
tal the accumulated earnines of close 
corporation, earnings potential of real 
estate, other investments, Stock, L O, 
1957SymPrinceTaxIns144, 10pp 

Statement of law applicable to securities 
transactions of averace small investor, 
13ArkLR51, Winter58-59, 7pp 

COLLECTION OF TAXES 

liens 

ABA recommends changes in priority 
of Federal tax liens, 10JTAX228, Apr 
59, 3pp 

transferee liability 

Common business transactions in which 
transferee liability may arise and sug- 
gestions on limitine it; liquidatien 
distributions to stockholders; liabili- 
ties assumed on purchasing a_busi- 
ness; gifts and transfers at less than 
adequate consideration. Status of heirs 
and life insurance beneficiaries, Kern 
G, 39LRB&MJ42, Oct-Dec58, 5pp 

Increases in inequity due to divergent 
state laws seen as result of Stern, 
Bess cases, 44CornellLQ278, Winter59, 
6pp 

COMPENSATION 

Explanation of the spreadback for long 
term services compensated in large 
part in.one year; law, rulings, cases, 
Bonagura R F, 107J Account57, Mar 


59, 6pp 
Survey of typical provisions in employee 
savings and investment plans; tax 


aspects covered briefly, Harvey W N, 
98Tr&Est92, Mar59, 3pp 

Unqualified plan for deferred compen- 
sation is best if unfunded; should 
include real contingencies, l’omeroy 
H, 10JTAX110, Feb59, 2pp 

Deferred benefits an undue tax ad- 
vantage to executives; earned income 
credit seen as only practical help to 
others, Schutman PF A, 1957SymPrince 
TaxIns67, 16pp 


Practical questions and answers on 
what to include in an insured de- 
ferred compensation agreement, 


Thornburg J F, 10/TAXi71, Mar59, 
4pp 
CORPORATIONS—BOOKS 


Anthoine R, Corporate Tax Election to 
Pass Income and Loss to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by 11 
lawyers presented at October 1958 
forum, as revised by the editor 

Anthoine R & Stinson G, Taz-free Ex- 
changes, Practicing Law Institute 
(New York, Rev. 1959) 118pp. $2 

Holland, Daniel M, The Income-Tax 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp, $5.00. 

Surrey S S, Income Tax Problems of 
Corporations and Shareholders, ‘The 
American Law Institute (Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
news of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
26lpp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 

CORPORATIONS—ARTICLES 

An over-all look at how tax incentives 
and deterrents affect business choices: 
debt v. equity, foreign trade, mergers 
with loss companies, Casey W J 
1957SymPrinceTaxIns131, 13pp 

accumulated earnings tax 

Corporation redeeming stock not neces- 


sarily vulnerable; Tax Court’s one- 
year’s operating-expense test dis- 
cussed, Bachrach J C, 10JTAX84, 


Feb59, 4pp 

buy-sell agreements 

Practical summary of the tax status of 
a corporate buy-sell agreement for a 
small business today, Buschmann Jr., 
C S & Carr Jr., J R, 45ABAJ292, 
Mar59, 3pp 

Review of cases involving income tax 
problems of insured agreements, val- 
uation problems for estate tax, Kehr 
K D & Zafft G M, 1958WashULQ 
398, 28pp 

Buy-sell agreements, legal, tax prob- 
lems; attribution rules; basic uses of 
insurance; valuation of stock; part- 
nership also covered briefly, Lailin 
G J, 97Tr&Est880, Oct58, 13pp also 
in Proced. Section Real Prop. Probate, 
Trust Law ABA; similarly 42MarqLR 
307, Winter59, 27pp 

Restatement of tax aspects of both 
cross-purchase and corporate-redemp- 
tion agreements with particular at- 
tention to recent cases. Business, cor- 
porate law problems mentioned, 57 
MichLR578, Feb59, 26pp 

collapsible 

Problems the 1958 legislation was de- 
signed to solve; its nature explained 
and its application to typical business 
situations shown, Anthoine R, 58Col 
LR1146, Dec58, 50pp 

Mills Committee advisory group pro- 
posals, as revised, present funda- 
mentally.new rules very wide in scope 
and . uncoordinated. Rejection and 
further study urged, Sugarman N A, 
10J TAX273,.May59, 4pp 

Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 

electing to tax income to owners 

Distributions by electing corporations 
need careful control, Alkire D L, 10 
JTAX132, Mar59, Ip 

Exposition of the law, rulings (prior to 
proposed Regulations) pointing out 
uncertainties and ambiguities likely to 
result in litigation. Scholarly, exten- 
sively footnoted to legislative history, 
Anthoine R, 58ColLR1146, Dec58, 50pp 

Accounting options of new corporation 
reason for incorporating partnership 


and electing, Butler S D, 10JTAX134, 
Mar59, 1p 

Broad outlines of law; seen as most use- 
ful for small business wishing to in- 
corporate for other-than-tax reasons, 
Erbacher P J, 15JMoB52, Feb59, 3pp 

Law explained, advantages and disad- 
vantages listed, warning of need for 
special care in stock transfers, dis- 
tributions, ete., Fish J B, 39LRB& 
MJ1,Oct-Dec58, 14pp 

Cogent and brief comment on advan- 
tages including avoiding collapsibility, 
deferring installment receivables in a 
337 liquidation, accumulated earnings 
problems, fiscal year flexibility. Dis- 
advantages seen in termination prob- 
lems, loss of carryovers, locked-in 
earnings, loss of tax benefit for ex- 
empt income and percentage deple- 
tion, new redemption probl , Frost 
F D, 45ABAJ81, Jan59, 4pp 

Over-65 self-employed may incorporate 
and elect to get SS benefits, Gunnip 
F A, 10JTAX135, Mar59, Ip 

Way to lessen risk of hobby disallow- 
ance, Hardy D J, 10JTAX133, Mar59 

Automatic termination a real danger, 
Hart H H, 10JTAX138, Mar59, Ip 

Uses in family businesses, Hobbet R D, 
10JTAX136, Mar59, 1p 

Used by personal service company, 
architect, ad agency, Kahn G J, 10 
JTAX130, Mar59, Ip 

Can increase state taxes, Kalupa R J, 
10JTAX137, Mar59, 1p 

The law and some of its advantages and 
disadvantages outlined, Lanigar M E, 
6AYoungJ1, Jan59, 10pp 

Comparison with partnerships; income 
shifting; gross receipts hazards, Mes- 
tern P, 10JTAX131, Mar59, 2pp 

Advantages and disadvantages of an 
election; proposed Regulations an- 
alyzed, criticized, Mickey P F & Wal- 
lick R D, 10JTAX268, May59, 6pp 

Dangerous to agricultural ventures if 
stockholders farm too, Neely F T, 
10JTAX135, Mar59, Ip 

Summary of law; listing of advantages, 
Palmer E C, 21GaBJ299, Feb59, 3pp 

Explanation of the law and a few brief 
observations on interrelation with 
other sections, Price K B, 14BusLaw 
329, Jan59, 22pp 

Not always desirable for loss corpora- 
tion, Reeves J L, 10JTAX137, Mar59, 





2pp 

Short fiscal year savings, Richardson B 
K, 10JTAX133, Mar59, Ip 

Election can make 337 liquidation 
better, Sklar J, 10JTAX135, Mar59, Ip 

Are disallowed T&E dividends to stock- 
holder-employees? Ruling awaited, 10 
JTAX89, Feb59, 1p 

Analysis, with examples, of application 
of Subchapter S; pitfalls indicated, 
Roberts S I and Alpert H H, 10J TAX 
2 Jan59, llpp 

Few personal holding companies 
qualify, 10JTAX19, Jan59, 2pp 

Notes on some problems; special atten- 
tion to computation of earnings and 
profits and undistributed income after 
a series of cash and property divi- 
dends, 72HarvLR710, Feb59, 15pp 

Short survey with particular reference 
to depletion problems, 800&GGTaxQ 
117, Jan59, 5pp 

Summary of law; consideration of inter- 
relation with other sections, especially 
collapsibles, liquidations, thin incor- 
poration 33StJLR187, Dec58, 21ipp; 
reprinted in part, 10JTAX223, Apr 
59, 2pp 

Summary of rulings by various states 
on effect of election on state tax, 37 
Taxes165, Feb59, 2pp 

formation 

Problems in choosing structure; practi- 
eal, thoughtful, comprehensive; cita- 
tions to cases and articles, Helleratein 
J R TulTaxInst416, 1958, 32pp 

multiple 

Advantages of multiple corporations; 
statutory bars assessed; cases re- 
viewed; taxpayer has good chance of 
success if he is careful, 6UCLALR 
136, Jan59, 8pp 

preferred stock 

Arrearages on preferred stock; tax cases 
discussing nature; current law; tax 
problems arising on payment, redemp- 
tion, sale of stock, Cutler C R, 37 
Taxes309, Apr59, 1llpp 

Advisory Group retention of proposal 
to limit deduction for charitable con- 
tribution of 306 stock criticized, 10 


will 


JTAX139, Mar59, Ip 

redemptions 

Mills Group proposals for changes in 
law analyzed, Donaldson J & 
Hobbet R, 10JTAX222, Apr59, 2pp 








Was the Tax Court in Zipp and Holsey 
groping toward a new theory that 
redemption of one shareholder’s stock 
is a change in interests of others 
which is taxable? Cases on nature of 
income indicate such a theory . could 
be upheld; such income would be capi- 
tal, not dividend, Singer A M, 38 
OregLR1, Dec58, 32pp 

reorgonization 

Transfers to a controlled corporation: 
legislative history, leading cases an- 
alyzed, footnoted to cases and litera- 
ture; article is a chapter from forth- 
coming book, Bittker B I, 1959Wash 
ULQI1, Feb59, 26pp 

Tax problems in buying and selling cor- 
porate business; interests of each 
party; tax-free acquisitions; non-tax 
problems. Extensively footnoted to 
cases and literature. Colborn T R et 
al, 10 WesternRLR123, Jan59, 39pp 

Methods of achieving a tax free acquisi- 
sition of all the assets of a less-than- 
wholly-owned-subsidiary, Donnelly T 
J, 37Taxes203, Mar59, 6pp 

Meaning of “in pursuance of the plan 
of reorganization”’ in legislative his- 
tory, cases, Regulations and rulings. 
Despite narrow definition in Regula- 
tions it has been interpreted as in- 
cluding transactions not defined as re- 
organizations but germane to the 
business of one party or effecting a 
readjustment of interests. Develop- 
ment of this concept would, author 
says, make business purpose test un- 
necessary and would clarify boot and 


liquidation transactions connected 
with defined reorganizations. Foot- 
noted to literature and recent pro- 


posals for legis'ation. Manning E, 72 
HarvLR881, Mar59, 37pp 

Brief statement of facts of cases which 
turned on whether there was a busi- 
ness purpose in dividing an existing 


corporation. Wardenburg H A, 
Taxes149, Feb59, 6pp 
Legislative history; examples; changes 


in the 1954 Code; what is an active 
business; consideration of two divisive 
reorganizations in the oil industry, 
80&GTaxQ76, Jan59, 1l5pp 

Section 1244 stock 

Brief explanation of the Jaw, Cohen H 
B, 38NebLR338, Jan59, 3pp 

Explanation of the law, Groh R, 37 
Taxes225, Mar59, 6pp 

Explanation of law, Price K RB, 14Bus 
Law350, Jan.59, 4pp 

Brief outline of law, 
JAccount34, Jan59, Ip 

Seen as solution to thin incorporation, 
guaranty. promoter problems, 33St 
JLR172.Dec58. 8pp 

small business investment companies 


Yinger R G, 


Personal holding company ruled an- 
plicable to SBICs, 10JTAX142, Mar59, 
lp 

thin 


Tax Court seen as realistic: appellate 
courts too Zormalistic, Hellerstein J, 
10JTAX88, Feb59, 1p 

Recent cases analyzed; courts seen as 
making it impossible for small corpo- 
rations to borrow from stockholders 
safely, 42MarqLR387, Winter59, 15pp 

DEDUCTIONS &G EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G BR, Repairs 
vs. Capital Expenditures. The Ronald 
Press Co. (New York, 1958). 144np, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS & EXPENSES—ARTICLES 


Examination of legislative history of 
early income tax acts shows tax on 
net income was intended; doctrine 
that deductions are a matter of grace 
assailed as inequitable and not based 
on original intention of Congress, 
Kaminsky M, 37Taxes137, Feb59, 10pp 

advertising 

Treasury plans no change in rules on 
deductions for institutional advertis- 
ing Undersecretary Scribner says, 10 


JTAX217, Apr59, 2pp; similarly 37 
Taxes230, Mar59, 2pp 
medical 


Explanation of 1958 change increasing 
limitation for disabled over 65, Groh 
R, 37Taxes335, Apr59, 4pp 

research 

Pre-1954 cases and the law and Regula- 
tions under the new Code, Blake M F, 
29NYCPA32, Jan59, 16pp 

travel and entertainment 

Summary of law and recent IRS pro- 


nouncements. Powers E L, 10JTAX 
102, Feb59, 3pp 
T&E reimbursed expenses. salesmens’, 


professionals’, landlords’. Brief exposi- 


tion of deductible items, Hemmings 
A I TulTaxInst614, 1958, 33pp 


DEPLETION 


Analysis of recent Supreme Court cases 
on off-shore drilling, strip mining, 
percentage depletion for brick and 
cement. Confusion laid to court’s re- 
fusal to accept many cases and nar- 
row decisions on those it does accept, 
Laughlin, J E, Jr., 11TaxExec136, 
Jan59, 2lpp 

DEPRECIATION—BOOKS 

Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 
Changes, Harvard (Cambridge, 1952), 
16lpp 

DEPRECIATION—ARTICLES 

Management’s quest for high reported 
profits (sometimes to support high 
bonuses) seen as reinforcement to 
IRS opposition to more realistic de- 
preciation, Barlow J, 10JTAX66, Feb 
59, 2pp 

Arguments in favor of capital gain, 
ordinary loss, on depreciable equip- 
ment sold, Bryson B O, 10JTAX71, 
Feb59, 3pp 

No depreciation in year of sale if it 
brings basis below salvage equal to 
proceeds of sale; CPA analyzes im- 
plications, Boydstun F W, 10JTAX 
162, Mar59, 2pp 

New additional first year allowance ex- 
plained, Cohen H B, 38NebLR346, 
Jan59, 2pp 

Salvage, recomputation in year of sale; 
in declining balance method; criticism 
of the IRS positions, Morris W, 39 
LRB&MJ22, Oct-Dec58, Tpp, similarly; 
10JTAX258, May59, 3pp 

IRS Engineering Branch chief explains 
organization, policies, especially sal- 
vage and repair, Parker D S, 10 
JTAX69, Feb59, 2pp 

Change in useful life concept to use by 
owner seen as required by allowance 
of capital gain on sale though Con- 
gressional intention to change is hard 
to find, 27GWashLR265, Dec58, 5pp 

Treasury may not issue new Bulletin F; 
policy is to stress user’s experience, 
Undersecretary Scribner says, 10 
JTAX216, Apr59, 2pp 

EARNINGS & PROFITS 

CPA outlines methods of computing, 
working from book surplus. Leading 
cases summarized, Schwanbeck W J, 
10JTAX22, Jan59, 4pp 

Accountant reviews items included and 
outlines method of working from 
book surplus, Skadden D H, 2111ICPA 
37, Winter58, 10pp; similarly 10JTAX 
das » May59, . pp 

Loss subsequent to distribution may 
make distribution not a dividend, 107 
JAccount84, Feb59, 3pp 

EMPLOYEES 


meals, lodging & moving expenses 

Cases on business headquarters as home; 
the Tax Court temporary versus in- 
definite rule; Peurifoy case criticized 
as not providing answer to unsolved 
questions, 44Cornell LQ270, Winter59, 


9pp 
Peurifoy case, background, reviewed, 
10JTAX107, Feb59, 2pp 
ENTERTAINERS 


Use of deferred compensation, income 
averaging, conversion to capital gains 
to reduce tax on entertainer’s high in- 
come, Kragen A J, 31SoCalifLR390, 
24pp; similarly 10JTAX194, Apr59, 
5pp 

ESTATES AND GIFTS—BOOKS 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Tazxatiou, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 

Spinney W R, Estate Planning—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 


ESTATES—ARTICLES 

Survey of 1958 legislation, the new 
Regulations and the important 1958 
eases, Kramer R, 34NYULR213, Feb 


59, 25pp 
Unique situation in which sale of ap- 
preciated property by elderly tax- 
payer during life will save estate tax, 
Low N, 10JTAX42, Jan59, 3pp 
Situations, family and financial, in 
which marital deduction wills are 


inadvisabie; simple clause proposed, 
Sammond F’, 10JT4 X44, Jan59, 2pp 

administration 

Executor’s income tax problems espe- 
cially with distribution; cause is taxa- 
tion under trust rules, Capps A T 
TulTaxInst40, 1958, 14pp 

Careful planning of the time of distribu- 
tion can shift income tax among 
estate itself and beneficiaries and into 
different taxable years; preliminary 
partial distributions may avoid at- 
tribution problems if stock is to be 
redeemed, Cavitch Z, 10JTAX288, 
Apr59, 3pp 

Summary of 1958 provision for install- 
ment payment of estate tax on closely 
held business, Mason J C 38NebLR 
340, Jan59, 6pp 

New privilege for paying estate tax on 
closely held business analyzed; seen as 
too restricted, Price K B, 14BusLaw- 
354, Jan59, 6pp 

Brief statement of income tax effect, 
various items, estate’s income and 
deductions; elections; choice of year, 
Rosbe R L TulTaxInst54, 1958, 10pp 

Preliminary notice, Form 704, required 
if estate exceeds $60,000 should be 
filed if any likelihood estate will reach 
that figure, Tilly V S, 107JAccount80, 
March59, Ip 

planning 

Legislative history of the exclusion of 
foreign real estate from estate tax; 
cases construing it; practical factors 
in use in estate planning. Creed J F 
& Slowinski W A, 98Tr&Est97, Feb59, 
3pp 

Comprehensive summary written for the 
client, the property owner; covers 
gifts, life insurance, trusts, Laikin G 
J, 98Tr&Est8, Jan59, 10pp 

Trust tax rules provide opportunities 


for savings in dividing property 
rights into present and future in- 
terests; thought-provoking compari- 


sons with tax advantages of insur- 
ance, Lowenhaupt H C, 38TrustB28, 
Jan59, 5pp 

Discussion of typical intra-family trans- 
fers, particularly intervivos, that can 
reduce income taxes for the property 
owner and his family now and in his 
retirement and for the estate and 
heirs after death, Welsch G W, 10 
JTAX144, Mar59, 2pp 


EXCESS PROFITS TAX—BOOKS 

Seidman, Seidman’s Legislative History 
of Excess Profits Tax Laws: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 

EXCISE TAXES 

Treasury plans no change in rules on 
including co-operative advertising al- 
lowances in excise tax base, Under- 
secretary Scribner says, 10JTAX217, 
Apr59, 2pp 

EXEMPT ORGANIZATIONS-—BOOKS 

Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptions 

EXEMPT ORGANI ZATIONS—ARTICLES 

Obtaining an exemption as a business 


league, especially lenders’ exchange, 
Baumgartner E D, 10JTAX99, Feb 
59, 2pp 


IRS in exemption letter warns that 
maintenance of a brokerage account 
may jeopardize exempt status, Man- 
dell H M, 29NYCPA150, Feb59, Ip 

Widespread use of gifts of remainder in- 
terests may lead to legislation limit- 
ing deduction, 10JTAX315, May59, Ip 

contributions 

Choosing right property for deductible 
gift can increase saving; trusts, re- 
mainder interests, etc., analyzed, Ray 
G E & Hammonds O W, 10JTAX118, 
Feb59, 4pp 

Tax saving in making bargain sales of 
appreciated property to charity, 
Schlesinger M R, 10JTAX306, May59, 
2pp 

FARMERS—BOOKS 

Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 

Cases since Lewis limit its application, 
10JTAX182, Mar59, 2pp 

Capital gain on sale of top soil, 10 
JTAX123, Feb59, Ip 

New first-year depreciation and salvage, 


10JTAX123, Feb59, Ipp 

Crop rentals as self-employment and 
retirement income, 10JTAX59, Jan. 
59, Ip 


Tests for reasonable profit expectation 
from hobby farm, 10JTAX59, Jan59, 
lp 
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Treasury wants law to limit de 
ity by co-ops of patronage refuy, 
in cash, 10JTAX303, May59, lp 

FOREIGN—BOOKS 

Diamond W H, Foreign Taz and 
Briefs, Matthew Bender & Co., 
York) 1 vol., (loose-leaf) $i, 
cludes service for one year, Ty 
structure of 71 countries, 

International Taz Agreements, Vo 
Columbia University Press, 
York, 1958) 384pp, $2.50, 
chronological listing 

Posner S I & Allan H J, Feder 
and Foreign Investments, 
Affairs Press (Washington, 
14pp, 50c. Easy to read; no cits 
introductory. 

Rado A R, & Uckmar V, The Ty 
ventions Between the United 
and Italy, International Bureau ¢ 
cal Documentation, ( Amster 
1958), 104pp., $2.50. U.S. la 
plains application to U.S. tay | 
Italian lawyer, application to }; 
law. 

FOREIGN—ARTICLES 


business 

Harvard World Tax program oui 
other sources of information fy 
ternational tax man, Barnes W 5 
TaxExecl25, Jan59, 10pp 

Rep. Boggs urges new tax ineg 
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1958, 18p) 
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summarize 
planning, 


foreign corporation to file retuy 
get dividends-paid credit for pe 

“holding company tax, Silverstei 
10JTAX244, Apr59, 2pp 

income 

Foreign income as royalty rather | 
dividend; tax factors in 
Brainerd A W & White V ¢ 
JTAX33, Jan59, 5pp 


Recent cases on source of incomm Oct-Decd8 
sales of goods, passage of title @joes Ducros 
trine; hazards in acquisitions to q@_don’t hav 
tax; IRS power to reallocate inggporate off 
Cherin C, 11TaxExec105, Jani9, gp Court is ¢ 

New reporting requirements on inuptity? 10J7 
earned abroad by citizens; explandjmunded ent 


costly the 
implicatio 
tax on pI 
but 531 ta 
tion is, th 
Dividend 

Mholders at 
sUCLA L 
ax Court 

on loans 
shadows t 
surance ] 
advantage 
TERNAL 


stems De 


of U.S. and Canadian tax on |) 
citizen working in Canada. Ko 
W R, 7CanTaxJ43, Jan-Feb59, 4p 

Boggs bill summarized briefly; 
first industry reaction quote, 
JTAX160, Mar59, Ip 

Citizens working abroad must nor 
returns, 10JTAX161, Mar59, lp 

toxes 

Explanation of carryback of eo 
Mosher R G, JAccount29, Janii, 

Lriticism of callculations in Brai 
White article 36Taxes821, Owens! 
37Taxes129, Feb59, Tpp 

western hemisphere trading corp 


Law _ outlined; sales subsidiaries resent | 
only tax purpose, little acti ee 
warned of danger, Friedman ! 


6AYoungJ1, Jul58, 12pp; reprinte 
27Controll125, March59, 8pp 

FRAUD—BOOKS 

Balter, H G, Tax Fraud: What 
Practitioner Needs to Know to! 
tect His Client, The Journal of 7 
tion, (New York, 1957). 96pp, % 
Articles originally published in 
Journal of Taxation, “Practition 


ventory A 
vard (Car 


Guide No. 3. R Peis Mee “ 
‘raera ar 
ete Bobba-Merrill Co, Tne., = oe 
dianapolis, 1958) $12.50. wrest, 4 
FRAUD—ARTICLES MichLRG! 
Practical advice to lawyer hanliawYers 


ix treater 
expense i 


fraud investigations by IRS, Am 
S TulTaxInst349, 1958, 23pp 







Misrepresentation to examining Gye; adv: 
carries criminal penalties to taxpe)}nethods, 
and adviser under IRC and Paiiath ps 
Statements Statute, Balter H 6. QWolf, Jr 
JTAX248, Apr59, 2pp NCBA 

Comments and suggestions on hanél 5 


a tax fraud case from opening of? 
vestigation, Mortenson E R, % 
275,, 14pp 
net worth oiiciien 
Brief comments on items entering ig” 
net worth, bank deposit computatig, 
of income, Smith G A TulTaxInsti} 


wR § 

1958, 17pp posals | 
GIFTS . revised ¢ 
Summary of taxability of gifts of ™§/TAx277 


ous kinds of property typically “Gplanatio 
to reduce expected taxable eG ufecting 
Denney R L, 39LRB&MJ47, Oct-Dq 
58, Tpp 4 
Survey of 1958 Pa ey an bs pate 
Regulations and the_ impo 
eaten, Kramer R, 34NYULR213, "$pinatio 
59, 25pp . , Sualty 
Explanation of 1958 law adding tl are no | 
paid to basis of property, Norcr0s $ ring oy 
F, JAccount33, Jan59, Ip 













, ions give no answer to treat- 
Cede er depletion of basis of gift 
B¢ teluniwl \roperty to which donor’s gift tax 
58, Ip eee ow be added, 80&GTaxQ122, 
Jan59, 2pp in 
—BOO 
come & Burford S F, Items of 
Gross Income, Practicing Law Insti- 
tute (New York 1958) 72pp $2.00. An 
exposition of the law, footnoted to 
Code, regulations, cases; covers ex- 
clusions, and income given special tax 
treatment. 
E—ARTICLES 
oaant of case and statutory law 
on income arising from cancellation of 
indebtedness; confusion and uncer- 
tainty show need for legislative rule. 
Extensively footnoted, Eustice J S, 
iTaxLR225, Jan59, 338pp 
xation of income from Indian lands, 
Nelson R E, 37Taxes301, Apr59, 8pp 
siser case, that strike benefits are 
taxable income, shows need for tax 
awareness by unions and clarification 
of law by Congress (written before 
reversal; CA-7 held them to be gifts), 
13ArkLR75, Winter58-59, 4pp 
sURANCE—BOOKS 







































“5. tax 
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ram Outlio, Federal Taxes Affect Life In- 
lation fe eyrance and Annuities, Commerce 
ines WS clearing House, Inc.,’ (Chicago, 1958) 
ae 96pp, $1.50 

‘ax incen 


SURANCE—ARTICLES 

S to follow Casale reversal, Maier L, 
0JTAX90, Feb59, 1p A 
uisiana law affecting tax planning for 
family, business life insurance, Cahn 
LS TulTaxInst19, 1958 20pp 

come & estate tax on proceeds at 
S death or before; gift tax; easy to read 
survey, Hatfield R F TulTaxInstl, 
958, 18pp 

states important recent tax cases; 
summarizes use of insurance in estate 
planning, Simon S C, 39LRB&MJ60, 
of incom Oct-Dec58, 5pp 

of title @ees Ducros decision (that stockholders 


10JTAY 


tion rey 
file retun 
t for per 
Silverstei 


y rather 


tions togmedon’t have insurable interest in cor- 
locate ina porate officer’s life) mean that Tax 
, Jan59, Me Court is again ignoring corporate en- 
nts on inatity? 1OJTAX304, May59, 2pp 


s; explangmunded entity redemption plans less 





tax on Ufcostly than cross purchase, but tax 
vada. Koemimplications still unsettled. Dividend 
Feb59, 4) tax on premiums no longer a threat, 
briefly; but 531 tax on premiums and redemp- 
| quotel, tion is, though cost can be computed. 

Dividend threat to remaining stock- 
must nowaholders at redemption seen as serious. 
1759, lp M6UCLA LR107, Jan59, 14pp 

nx Court denial of interest deduction 
k of eapon loans prepaying premiums fore- 
), Jans9, shadows trouble for bank-financed in- 


in Braiggsurance plans devised to obtain tax 
1, Owens advantage, 10JTAX149, Mar59, 2pp 


NTERNAL REVENUE SERVICE 









o inttes spstems Development Officer discusses 
ttle actnge Present studies of electronic data 
iedma processing for IRS and foresees wide- 
+ reprint spread use in the near future, Wil- 
spp ams J K, 11TaxExecl70, Jan59, 
) pp 
‘ — Ee 

d: What Gutters J K, Effects of Taxation: In- 
Cnow 10 Brentory Accounting and Policies, Har- 
rnal of Taivard (Cambridge, 1949), 330pp 
.;/00?: SVOLUNTARY CONVERSION 
‘Practitiomemvies: exposition of law, Rev Ruls, 


Meyer C TulTaxInst301, 1958, 30pp 
aser case, treating portion of busi- 
ness property not taken by state as 
woluntarily converted too, though 
rect, should be strictly limited, 57 
MichLR618, Feb59, 5pp 

yer hanéi oe 


IRS, Amt: treatment of typical income and 
23pp pense items of the practicing law- 
mining age advice on records, accounting 
S$ to taxpnethods, planning for retirement and 


C and i ath payments to partners, etc., 
ter H GE Wolff, Jr, H & Townsend, Jr., N A, 
NCBA3, Nov58, 17pp 
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entering ing” rang t 4 
computatiog “°° Variation in price producing 
‘ulTaxinstiff change in allowable loss, Hel- 
n RS, 29NYCPA228, Mar59, 2pp 
posals of Mills Advisory Group as 
ifts of wised criticized, Teschner P A, 10 
steal . 'AX277, May59, 1p 






vanation of the 1958 change in law 
‘ecting carryovers in fiscal 1954 
“ars; comment on application to a 
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on, the 8 0&GTaxQ11 5 

portant 1” sachty xQ110, Jan59, 6pp 
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versions of such property, Sanden K 
B JAccount38, Jan59, 1p 


OIL, GAS AND MINERALS—BOOKS 

Breeding & Burton, Taxation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 


OIL, GAS AND MINERALS—ARTICLES 

Tax factors in organizing a new oil 
drilling venture: corporation or part- 
nership; Subchapter S election; de- 
duction for intangibles; locked in de- 
pletion, Appleman F B, 10JTAX242, 
Mar59, 2pp 

Mineral lease brokers; tax problems, 
especially “pool of capital’ concent, 
importanc2 of records, capital gains 
possibilities, Hughes A E TulTaxInst 
244, 1958, 20pp 

Capital gains in minerals; sale, lease, 
assignment income; cases analyzed; 
citations to literature, Jewett R K 
TulTaxInst264, 1958, 37pp 

Some current depletion problems: strip 
mining, captive mines, end use or 
chemical properties tests, what are 
the property and new aegregation 
rules, computation of taxable income 
from the property. Cases, legislation 
explained, Schueller H H, 39LRB&MJ 
29, Oct-Dec58, 12pp 

IRS said to be taking position that only 
one payment may reserved thus 
threatening canital gain on ABC deai, 
Simon S C, 37Taxes61, Jan59, 6pp 

Survey tax problems of investor: various 
interests explained: cases, IRS posi- 
tion critically analyzed: comnrehen- 
sive, clear, Stroud E B TulTaxInst192, 
1958, 54pp 

When and how deduction is allowed for 
worthlessness. Criticism of Treasury 
position on some items seen as invalid. 
Wellen C W and Ryan W M, 10JTAX 
310 May59, 5pp 

Methods of computing cost depletion 
(usually higher than vercentage) on 
purchased oil payments that provide 
for interest on the unpaid balance, 
80&GTaxQ67, Jan59. 8pp 

Tax Court held in Keystone Coal that 
mine owner leasing property and de- 
preciable equipment to operator for 
ordinary royalty on tonnage mined 
plus equipment rental also based on 
tonnage must be allowed devreciation 
as well as percentage depletion. other 
eases and rulings analyzed, 80&GTax 
Q93, Jan59, Tpp 

PARTNERSHIPS—BOOKS 

Aronsohn A J B. Partnershins, Prac- 
ticing Law Institute. (New York. Re- 
vised to October 1958) 108 pp. $2.00. 

Little P., Federal Income Taxation of 
Partnerships, Little Brown & Co.. 
(Boston, 1952) 469pp. (with 1957 
bound supplement), $25.00. Unfor- 
tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 

Willis, Handhoolk: of Partnership Tava- 
tion, Prentice-Hall. (Fnglewood Cliffs, 
1957) 585pp. $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) an- 
pointed hy the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 

Inequitable results of Code treatment of 
appreciated property contributed to 
partnership, or held at time of admis- 
sion of new vartner, Mandell H M, 29 
NYCPAT72, Jan59, 2vp 

Advisory Gronp member exvlains pro- 
visions needing chanve and illustrates 
the group’s vroposals. McDonald D, 
107TAX152. Mar59, 2nn 

Problems arising on contributions of 
property, transfers of interests and 
liquidations; reference to vroposals 
for change, Wood W B, 107J Account 
33. Feb59, Spp 

PATENTS 

Tax treatment of inventors since 1950 
as compared with authors. Bierman 
J D, 1957SymPrinceTaxIns95, 22pp 

PENSION AND PROFIT-SHARING 
PLANS—BOOKS 

Rice L L, Basie Pension and Profit- 
Sharing Plana, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp. $3.00 

Pension and Profit-Sharing Plana and 
Clauses, Commerce Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 

PENSION G&G PROFIT SHARING PLANS— 
ARTICLES 

Thoughtful and venetrating analysis of 
the policies underlying tax-favored de- 
ferred compensation plans: points out 
the undesirable business effect of cur- 
rent law and Regulations: urges ordin- 
ary and necessary test only for deduc- 


tions, limitatious of capital gain on 
distribution, correlation of estate and 
income tax on survivorship annuities, 
attention to economic effects of tax- 
free status of trust earning; exten- 
sively footnoted to law and literature, 
Sporn A D, 14TaxLR289, Jan59, 32pp 


PERSONAL—BOOKS 
Coy W J, Mutual Funds and How to 


Jse Them, Institute for Business 
Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 


and small-corporation financial and 
tax planning 

Vernon W, Vernon LM, & Keebler S E, 
Federal Income Taxation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
1é4p, $2.95. Practitioner's Guide No. 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 
$1.00 

PERSONAL HOLDING COMPANIES 


Original issue discount is probably in- 
terest for purpose of computing PHC 
income, Helstein R S, 29NYCPA232, 
Mar59, Ip 

Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 

Final Regulations treat production pay- 
ments as royalties prospectively only; 
validity of such treatment at any time 
questioned. Alternative computations 
of gross income from royalties dis- 
cussed, 80&GTaxQ124, Jan59, 2pp 

POLICY—BOOKS 

Blough, The Federal Taxing Process, 
Prentice-Hall, Englewood Cliffs 

Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices 

Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 


Business Administration, (Hanover, 
1958) 28pp, (bulletin. -free) 
POLICY—ARTICLES 


Consideration of the _ possibility of 
achieving tax reduction and increased 
equity as between taxpayers by re- 
moving income exemptions, limiting 
deductions, revising dependency tests, 
Atkeson T C, 1957SymPrinceTaxIns 
199, 16pp 

A philosophic review of the methods the 
courts and Congress use in limiting 
tax avoidance consideration of literal 
interpretation of law; difficulties of 
tests based on intent; the importance 
of form, Blum W J, 8UofChiLSRec4, 
Autumn58, 7pp; similarly 10JTAX300, 


May59, 3pp 
Economist asks some fundamental 
questions about other effects of tax 


incentives to encourage investment; 
stimulating, Fisner R, 1957SymPrince 
TaxIns154, 14pp 

Senator proposes limited deduction for 
dividends paid as only practical large 
scale relief for double taxation, 
Flanders R E, 1957SymPrinceTaxIns 
185, 4pp 

CIO research man _ outlines attitude 
toward division of tax burden now 
and under some proposals for change, 
Henle P,1957SymPrinceTaxIns82, 14pp 

Comparison of over-all tax structure in 
U. S., Canada and Britain, Kent H R, 
1957 SymPrinceTaxIns11, 23pp 

Changes in business taxation urged, 
Mosher R G, 10JTAX168, Mar59, 3pp 

Revenue cost and equity of variations 
in tax on different kinds of income, 
special deductions, hurried audit of 
too few returns adds to inequity, 
Surrey S S, 1957SymPrinceTaxIns34, 
24pp 

Individual rates, credits, width of 
brackets, essentially unchanged since 
1942, badly need revision, 22TaxFound 
TR5, Feb59, 4pp 

Rep. W. D. Mills outlines his program 
for tax revision to achieve simplicity 
and equity; prefers study by advisory 
groups, 10JTAX116, Feb59, 2pp 

PROCEDURE—BOOKS 

Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
1951pp, (Cumulative Pocket Parts— 
annually) $80.00 

Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edn- 


cation, (Philadelphia, 1957) 205pp, 
$3.00 


Lore, How to Win a Tax Case, Prentice- 
Hall, (Englewood Cliffs) 

Keir L E, The Preparation aad Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 

Education, (Philadelphia, 


When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 
ing House, Inc., (Chicago, 1957) 
316pp (paper cover), $4.00 

PROCEDURE—ARTICLES 

Treasury ruling procedure; article is in 
outline form, but it contains consider- 
able practical help and suggestions on 
when to request a ruling and when 
not to, Barnes W T, 30LRB&MJ15, 
Oct-Dec58, Tpp 

Former attorney for Regional Counsel 
discusses new settlement authority, 
attitude and policy of Counsel and 
Appellate Division; advice to practi- 
tioners making settlement offers, 
Donnelly T J, 10JTAX76, Feb59, 3pp 

Forms 870-870AD analyzed. Warnings 
of pitfalls in their use, Freeman H A, 
10J TAX227, Jan59, 2pp 

Ass’t Chief Counsel, Litigation, explains 
IRS civil litigation policies, Hertzog 
R P, 10JTAX295, May29, 4pp 

Photographs will be excellent evidence 
in many tax cases: casualty losses, in- 
ventory damage, abandonment, de- 
molition, ete., Holzman R S, 37Taxes 
123, Feb59, 5pp 

Inconsistency in IRS regions in com- 
puting interest and allowing install- 
ment payments when corporation files 
estimate and tax is higher, Mandell 
H M, 29NYCPA146, Feb59, 5pp 

Explanation of the law; some recent 
eases, Sarner L, 5PracLaw69, Jan59, 
15pp 

New “right-to-know” law may require 
IRS to produce documents and permit 
agents’ testimony. Law, cases on privi- 
lege analyzed, Donaldson J B, 19 
JTAX38, Jan59, 2pp 

REAL ESTATE—BOOKS 

Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 

REDEMPTION OF STOCK 

After redemption (at reported tax 
value) of close corporation stock to 
pay estate tax (Sec. 303) estate 
agrees to higher estate tax value. 
What does it owe corporation? Should 
more stock be redeemed? Beyond 303 
limits? At what price? Brief but 
cogent, Bachrach J, 107J Account78, 
March59, 2pp 

RETIREMENT CREDIT 

Retired person allowed credit for pen- 
sions may find that receipt of Social 
Security is not tax-free; it may cause 
loss of retirement credit, Halsey C, 
107J Account78, March59, 1p 


RETURNS 


Forms developed by accountant for list- 
ing detail for individual, corporation 
returns, Drewes F H, 37Taxes37, Jan 


59, Spp 
IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, lpr 
SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 

SELF-EMPLOYED RETIREMENT 

American trust officer sees ultimate pas- 
sage of Jenkins-Keogh law and wide- 
spread use of its provisions, Bliss C 
M, 38TrustB33, March59, 4pp 

Canadian trust officer explains extent of 
use of Canadian pensions for the self 
employed, which is quite similar to 
proposed Jenkins-Keogh plan, Coate 
J F, 38TrustB30, March59, 3pp 

Explanation of provisions of the 1959 
Simpson-Keogh Bill, Polisher C K, 37 
Taxes321, Apr59, 8pp 

American trust officer discusses invest- 
ment, operating problems of banks 
accepting deposits of deductible re- 
tirement allowance under proposed 
Jenkins-Keogh bill, Toupin A V, 38 
TrustB76, Mar59, 5pp 

STATE AND LOCAL—BOOKS 

Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958) . 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes found in- 
equitable. 











Morton W A, Housing Taxation, The 
University of Wisconsin Press, (Ma:ii- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Michigan tax cases and _ statutory 
changes in 1958 summarized, Burns S 
5WayneLR49, Winter58, 23pp 

Defense of Louisiana tax exemptions 
for new industry as beneficial to state, 
Conner E D TulTaxInst448, 1958, 9pp 

Selecting state of incorporation; tax, 
other legal factors: law in all states 
noted, Dederick C G TulTaxInst372, 
1958, 44pp 

Economist questions some of the as- 
sumptions on which policies of local 
tax exemption for industry are based: 
that industry brings higher income; 
that taxes are a prime consideration 
in choosing plant location, Sufrin S C 
10SyrLR21, Fall58, 8pp 

income taxes 

Arguments for and against state with- 
holding; review of some studies of 
experience in withholding states, 10 
JTAX176, Mar59, 4pp 

Effect of Subchapter S election on var- 
ious state taxes, Stine G T, 10JTAX 
91, Feb59, 1p 

N. Y. unincorporated business tax can 
be reduced by operating as partner- 
ship, making contributions through 
business, etc., Brent P D, 29NYCPA 
189, Mar59, 5pp 

Massachusetts rule limiting stockholder- 
officer salaries in determining income 
which is capitalized to value stock 
analyzed, criticized, Cohen V, 32News 
B106, Jan59, 8pp 

Full allowance for proprietor’s serviee 
for NY unincorporated business tex 
in first or last business year seems to 
be permitted, Friedman P, 29NYCPA 
215, Mar59, 1p 

Non-resident member of non-resident 
partnership planning to move to New 
York should choose date of transfer 
carefully, Friedman P H, 29NYCPA 
213, Mar59, Ip 

Real estate corporation may be _ re- 
classified for NY franchise tax if it 
becomes inactive or makes loans to 
stockholders, Friedman P H, 29NY 
CPA213, Mar59, 1p 

Rental property treated by New York 
as a capital asset, Friedman P H, 29 
NYCPA214, Mar59, Ip 

Provisions of Massachusetts regulation 
under new law requiring witnholding, 
87Taxes344,Apr59, 6pp 

Effect of Subchapter S election on NY 
franchise tax and stockholders’ NY 
income tax, Hanigsberg O, 283NYCPA 
825, 2pp 

Survey of all states: rates, exemptions, 
inclusions and exclusions, ete., Lina- 
men H F & Falls G, 10JTAX48, Jan 
59, 3pp 

Allowing 
makes 


Federal tax as 
state tax 


deduction 

regressive and 
favors single persons over married 
and family heads. Elaborate an- 
alysis based on computations under 
various state laws, Sollie V J, 37Taxes 
169, Feb59, llpp 

intergovernmental immunity 


Navy’s Deputy General Counsel dis- 
cusses recent Supreme Court cases 
upholding local property taxes on 


Government-owned plants; sees great- 
ly increased defense costs and need 
for legislation, Steger M H, 8CathU 
ofA13, Jan59, 10pp 

interstate commerce 

Georgia Tax official hails Stockham de- 
cision as fair but sees need for uni- 
form allocation law, Cox F L, 37Taxes 
299, Apr59, 3pp 

Recent case on state taxation of multi- 
state business; state programs of tax 
incentives to attract industry sur- 
veyed, Friou R E TulTaxInst540, 1958, 
16pp 

Economists see serious burden on inter- 
state commerce if states are allowed 
to tax income of companies making 
sales in the state, but with little other 
connection. Discuss Steckham Valves 
and Northwestern States cases then 
awaiting Supreme Court decision, 
Studenski P & Glasser G J, 36Harv 
LR77, Nov-Dec58, 15pp 

Brief comments on effect of recent 
Supreme Court decision permitting 
state taxation of interstate commerce, 
10JTAX284, May59, 2pp 

Economist discusses need for uniform 

methods of state taxation to reduce 

compliance costs; property and pay- 

roll are valid, sales are invalid meas- 

ure of source of income, Harrics U L, 

37Taxes327, Apr59, 5pp 





Attorney who argued Northwestern 
States case reviews background, prior 
litigation, foresees burdens on inter- 
state commerce unless fair allocation 
formulas are required, Maun J A, 
10JTAX280, May59, 5pp 

Supreme Court upholds state tax on in- 
come of out-of-state company engaged 
in interstate commerce, 10JTAX232, 
Apr59, 4pp 

propertiy taxes 

Constitutional problems in North Caro- 
lina property tax classification and 
exemption, Lewis H W, 37NCLR115, 
Feb59, 26pp 

How a Michigan county revalued prop- 
erty based on sampling and assess- 
ment-sales and assessment-appraisal 
ratios, Purnell R L, 1CRinAssesAd22, 
Feb59, 2pp 

A city assessor, ordered to revalue a cer- 
tain area, outlines how he organized 
his staff, used publicity, set up review 
procedures, etc., Terry D, 1CRin- 
AssesAd23, Feb59, Ip 

Massachusetts town revalued residential 
property on a relative basis, i.e., de- 
termined construction units for each 
so that application of a locally de- 
termined money factor produces uni- 
form value, Warren J A, 1CrinAsses 
Ad18, Jan59, 3pp 


STOCK MARKET OPERATIONS 

Summary of 1958 law changes which 
affect investors, Brach H, J Account39, 
Jan59, 2pp 

Wash, short sales, options, rights, iden- 
tification problems, etc., analytical, 
comprehensive, Dixon A J TulTaxInst 
556, 1958, 60pp 

Brief statement of changes in 1958 Act 
affecting security transactions, Garian 
H Z, 22NYCPA50, Jan59, Tpp 

TAX COURT 


Transcript of interview with Judge 
Turner at ABA meeting; he explains 
powers, procedures of Tax Court, 
Turner B B, 37Taxes117, Feb59, 6pp 

TAX PRACTICE—BOOKS 

Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 


TAX PRACTICE—ARTICLES 

Transcript of interview with Judge 
Turner at ABA meeting; he explains 
powers, procedures of Tax Court, 
Bowen W H 37Taxesi117, Feb59, 5pp 

Comparison of new Circular 230 with 
the old (written before amendment 
to permit unenrolled persons to repre- 
sent taxpayers whose returns they 
prepared), Bozleitner L A, 37Taxes 
105, Feb59, llpp 

Practical advice on law office manage- 
ment; sole practice, time records, how 
to deal with clients; references to 
literature, Habermann P S, 36Dicta81, 
Jan-Feb59, 13pp 

Management consultant discusses the 
kind of corporate tax department that 
merits separation as special function 
and the kind of tax manager needed 
to run it. Some panel comment also 
included, Purvis D, 11TaxExec18, Oct 
58, Tpp 

CPA explains how his firm keeps time 
records, sets fees, bills and collects, 
Stevens W H, 26CalCPA26, Feb59, 


6pp 

IRS drops proposal to allow unenrolled 
person who prepared return to repre- 
sent taxpayer, 10JTAX81, Feb59, 2pp 

Kentucky court holds conviction for tax 
evasion not ground for disbaringe 
lawyer; opinion criticized for not 
making clear that while conviction 
per se is not ground for disbarment 
neither is it per se not ground; facts 
and circumstances in each case should 
be examined for moral iurpitude, 47 
KenLJ256, Winter59, 3pp 

Suggested fee schedule for income tax 
preparation; submitted by an un- 
identified affiliate of the National So- 
ciety of Public Accountants, 4Nat 
PA40, Feb599, 1p 

Summary of authority unenrolled per- 
son to represent taxpayer for whom 
he prepared return, 10JTAX201, Apr 
59, 3pp 

Text of joint statement by NY State 
Bar and NY CPA Society forming 
committee to investigate violations of 
National Conference statement on 
proper tax practice for each profes- 
sion, 10JTAX186, Mar59, 2pp; also 
printed in 29NYCPA95, Feb59, 5pp 

corporate tax department 

Westinghouse VP describes development 
of its tax dept., responsibilities per- 


sonnel, Huggins E V, 10JTAX79, 
Feb. 59, 2pp 

TIMBER—BOOKS 

Falk, Jr.. H W, Timber and Forest 


Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 

TIMBER 

Discussion, written as though between 
tax expert and timberman, on how to 
run business to assure capital gain; 
safe methods; debatable IRS  posi- 
tions, Briggs C W, 10JTAX236, Apr 
59, 4pp 

Law and Regulations applicable to 
capital gains from timber explained, 
13ArkLR40, Winter58-59, llpp 

TRUSTS—BOOKS 

Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs. 


1956) 203pp, $7.50. Exposition of 
Code; examples. 
Tweed H & Parsons W, Lifetime and 


Testamentary Estate Planning, Com- 
mittee on Continuing Legal Eduea- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Practical and tax considerations in 
choosing among the three types of 
trusts for contributions to minors 
which trusts are eligible, entirely or in 
large part, for the annual gift tax 
exclusion, Branscomb Jr., H, 37Taxes 
231, 9pp 

Mills group proposals for changes an- 
alyzed, Craven G, 10JTAX204, Apr59, 


4pp 

Revocable and irrevocable; tax, legal and 
practical aspects briefly summarized, 
Halperin J, 39LRB&MJI54, Oct-Dec58, 
6pp 

Treatment of credit for capital gains 
tax paid by regulated investment com- 
pany by trust holding shares; com- 
putation of distributable income, Hel- 
stein R S, 29NYCPA230, Mar59, 2pp 

Sale of life estate to remainderman 
offers opportunity for guaranteed in- 
come and other practical advantages; 


legal, tax problems discussed, Nims 
A L, 35ABAJ183, Feb59, 2pp 

New Regulation adopts rule that 
whether income of a trust after 


termination but before final distribu- 
tions is taxable to the remaindermen 
depends on state law. Inequities of 
the old rule and implications of the 
new analyzed, Somers H P, 10JTAX 
208, Apr59, 2pp 

Tax, legal, practical aspects of family 
trusts; personal aspects of trusts for 
pensions, deferred compensation, busi- 
ness life insurance; recent cases, legis- 
lation discussed; references to texts 
and recent articles; comprehensive, 
clear, Lentz H T TulTaxInst64, 1958, 
124pp 

short term 

Review of law; seen as practical in very 
few situations other than support and 
charitable trusts, Grotheer J M, 98 
Tr&Estl2, Jan59, 4pp; similarly 38 
TrustB27, Feb59, 6pp 

Failure to specify treatment of de- 
preciation can result in taxable in- 
come to grantor through limitation 
on depreciation allowed to beneficiary, 
Mandell H M, 29NYCPAI151, Feb59, 
2pp 

UNEMPLOYMENT TAXES 


Rulings in New York on question who 
is an independent contractor, Ress S 
S, 29 NYCPA144, Feb59, 3pp 

Massachusetts court denies benefits to 
workers retired, over their individual 
protest, upon adoption of union-ap- 
proved pension plan; law in a few 
other states mentioned, 39BosULR124, 
Winter59, 6pp 

Review of cases on whether unemploy- 
ment benefits should be denied a 
worker who quits before a scheduled 
lay-off, 10JTAX246, Apr59, 2pp 

Three recent New York cases dealing 
with vacation pay, erroneous benefit 
payments and illegal employment, 29 
NYCPA224, Mar59, 2pp 
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Alexander’s Federal Tax Handbook is designed as a reference text for the experienced tax 
practitioner as well as the general practitioner who must file occasional tax returns. It is the 
only complete one-volume reference text on all Federal taxes, including income, estate, gift, 
social security, withholding, excise and miscellaneous taxes. While the more specialized phases 
of the tax law are discussed, the emphasis in the new Alexander’s Federal Tax Handbook 
been placed on such routine business transactions as real estate matters, sales of business, f 
mation and liquidation of partnerships and corporations, the drawing of wills, administration o 


estates, and the new, important 1958 law permitting small business corporations to be taxed @ 


partnerships. ~ * * This 1959 Edition is available on thirty-day approval basis. Order yo 


copy today and have this handy desk reference available to use throughout the year. 
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